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' INTRODUCTION 
A. Depreciation, A Prominent Issue in Utility Ac·counting 
There are few phases of utility accounting surrounded by nore 
controversy than depreciation. Several factors have g~yen rise to this 
situation. One reason for the high incidence of depreciation problems 
in the utility field in particular~ is that the greate~ part of capital 
(approxinmtely 85-90 per cent in most companies) is invested in fixed 
depreciable assets. .As could be expected from this high fixed asset 
investment, depr.eciation gxpense ranks among the highest on thg income 
statement. In the Bell System, for example~ the largest public utility 
in the world (from the point of view of assets, the largest business in 
the world), deprgciation equals appreximately 12 per ~ent of annual 
gross revenues and is the second largest expense. Maintenance, which 
eonsumes approximately 18 per cent of annual gross revenues, is the 
1 largest expense. Moreover, the ratio af capital investment to gross 
operating revenue for most utilities is high. The American Telephone & 
Telegraph Company investment to revenue ratio is approximately 3 to 1 
for the year 1960. Conversely, most American retail a~d manufacturing 
concerns report a gross income figure which is equal to or greater than 
invested capital (in some cases three times as large ~s capital invest-
2 
ment). The mere size, relatively speaking, of th~ ffxed asset figure 
implies that the proper valuation and depreciation af such assets would 
of necessity be singularly important. 
Depreciation, however, is a major utility p~oblem for' other 
-1-
2 
equally important reasons·, one such reason being the regulatory nature 
of tne business.. Depreciation is of course an element which affects the 
rate of return on investment. One of the principal functions of the 
state and federal commissions which regulate the industry is to estab-
lish a rate of return which is reasonable and fair to the investor and 
to the customer. Since depreciation is frequently the larges·t single 
expense with which the commissions must deal in a rate case, much atten-
tion is given to it. Hence the depreciation philQsophy of the various 
regulatory bodies as ~ell as the state laws, have a continuous and pro-
found influence on utilities. In determining a proper rate base) for 
example, many commissions have maintained that the depreciation reserve 
per company books is the figure to be used, whereas utilities have con-
tended that the accumulated depreciation in the reserve account is nat 
a reflection of the actual depreciation which has occurred in the prop• 
erty. The utilities have held that rate-making and accounting are two 
entirely separate fields. Admittedly, ~his book figure is appropriate 
for use in accounting) but for rate-making purposes the actual depreci-
ation as well as the reproduction cost new of the property must be de-
termined.* According to the utilities, neither can be found in company 
books but must be determined by engineering appraisal. 
Historically, the p·roblem of depreciation has always been pre-
eminent in the utility field. Emery Troxel in Economics of Public Util-
ities writes: "Next to the measurement of a reas·onable rate of return 
*It is of interest that in 1898 the United States Supreme Court declared 
that in establishing a rate base, reproduction cost new should be con-
sidered. (Smyth v. Ames 1898, 169 U.S. 466 42 L ed. 819.) 
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nothing is as important in public utility regulation as the measurement 
3 
of plant depreciation.1 ' 'The very question of who has authority to de-
termine the amount of annual depreciation has itself been d;i.sput.ed in 
the past. In fact~ the same writer goes on to state that there have 
been basically two depreciation problems: (1) computation of annual 
cost and (2) th~ deduction o·f accumulated depreciation. from the gro.ss 
property yalue on which the rate of return is figured. 4 
Much disc1,1ssion ha:s also centered around the relative me.ri:ts 
of two methods of depreciation accounting~ namely, the depreciation re-
serve method and the retirement method. The first method is based on the 
belief that depreciation is a cost of operations and as such should be 
charged to annual operating expenses and paid by the consumers who bene-
fit from the .service. The annual amount is based on an e.stimated service 
life of the property. The retitement reserve method~ on the other hand, 
-is based on the idea that replacement.s should be pa~d for when they are 
made. Variations are made only when necessary to equalize the payments 
from year to year. The annual charge to operating expense is not de-
signed to measure the depreciation in property for tha:t year. It is 
thought that in a utility, replacement cost.s tend to be uniform from 
year to year. The purpose of the small reserve accumulated, therefore~ 
is to equalize the annual payments. .ActuallyJ advocate.s of both methods 
admit that a loss in service value does occur and that such a cost should 
properly be expensed. The basis of the disagreement is whether the cost 
should be allocated over the life of the property or charged in bulk at 
5 
retirement. 
Another age-old con~royersy centers around the co.st vs. fair 
4 
value doctrine of property ~aluation. Valuation of public utility 
property is import~nt for two reasons: (1) it is the base to which the 
rate of return is applied to determine the income figure and (2) for 
depreciable assets, the valuation process determines the base on which 
annual depreciation expen$e is .computed, In this particular controversy 
it is the term asset cost or asset value which is in facus. Two popular 
concepts of ass~t value are the 1'original ~ost, 11 i.e., the historical or 
actual investment in the property, and the current cost~ or the cost of 
6 investment measured in ter,ms of today's do·llar value. This problem 
naturally becomes more urgent during a period of inflation. 'The question 
raised isl should depreciation reserve be related to the original cost 
or to the cost af reproduction, or phrased differently, should deprecia-
tion recognize inflation? Those who answer in the affirmative say that 
unless a company make adjustments for fluctuations in the purchasing 
power of the dollar, impaipnent of capital will result, A 50 per cent 
decrease in the real value o.f the dollar, for exBilllple, would mean that 
the depreciation reserve woul-d provide for only .one half as much proF-
erty as intended ·(assuming the straight-line method). 7 Hence in a 
period of inflation, use o£ the original. cQst basis penalizes the stock-
holder. S.imilarly, a "speculative gain" accrues to hill\ in a :recession 
period. The current cos~ basis, however, does not really solve the 
problem either. ~he effects of the economic cycles are simply reversed. 
In an inflationary period the stockholder receives a "speculative gain," 
whereas in a period of recession he suffers a "speculative loss.'' .At the 
present time federal regulatory bodies, as well as the Bureau of Internal 
Revenue, recognize only the historical cost of an asset. Moreover, in 
5 
addition to the disadvantages inherent in both ba-ses, a change to cu_r-
rent cost would involve the major administrative P.roblem of changing the 
legal valuation procedure. Thus, for ~he time being, it would seem that 
in this country tpe original cost basis will continue to be most widely 
used--at least until an alternative more alluring than current ~ost be-
comes available. 8 
~. Statement of the P~oblem and Scope of the Thesis 
It appears then that the subject of depreciation has not in-
fr.equently posed problel;lls for utility accountants. Factors peculiar to 
the industry, such as government regulation and heavY fixed asset invest- ' 
ment? have accentuated certain depreciation issues for utilities. ~ike-
wise, problems common to other industries such as cost vs. fair value, 
choice Qf a suitable method of determining annual depreciation expense 
and even di·sagreement as to the meaning of the .term depreciation itself, 
also exist in utilities. This paper, however, does not concern itself 
with the numerous problems which surround depreciation, a few of which 
have just been mentioned. On the contrary, the emphasis is placed on a 
particular group of depreciation problems, i.e.) those which have resulted 
' from the re'Vision of the Internal Revenue Code in 1954. The new provisions 
of Section 167 of this code put accelerated methods of depreciation (to 
be ~xplained subsequently) on a basis as equally acceptable for tax pur-
poses as methods formerly allowed. This action by Congress not only pre-
sented new accounting and tax difficulties for utilities, but in addition 
may have a tremendous impact on utility rates. 
6 
In examining accelerated depreciation and its effect on public 
utilities we have chosen to concentrate on a particular utility, namely 
theAmerican·Telephone & Telegraph Company, in the belief that the prob-
lems encountered there will be more or less illustrative of those en-
countered throughout the field. American Telephone & Telegraph is, 
however, a holding rather than an operating company~ and as such is 
involved with depreciation or any other aspect of operations through its 
subsidiaries. Therefore, the focus will in fact be on a subsidiary of 
American Telephone & Telegraph, the New England Telephone & Telegraph 
Company. The problem presently facing New England Telephone.& Telegraph 
confronts many utilities today. Is accelerated depreciation a feasible 
method? Various sta~e regulatory commissions as well as utility account-
ants have recommended it. Some utilities have experimented with it and 
subsequently adopted it. Others have used it for a time, eventually 
returning to straight-line. Still other companies have been reluctant 
to adopt it--New England Telephone & Telegraph among them. What are the 
reasons for this stand on the part of New England Telephone & Telegraph 
and othe~ utilities? What depreciation practices does New England Tele-
phone & Telegraph fo~low? Would the company, the investor and/or the 
customer profit by a change to a~celerated depreciation? 
The purpose of this thesis is to explore the desirability of 
accelerated depreciation as a method for Wew England Telephone & Tele-
graph. Problems facing other ubilities because of Section 167 of the 
Internal Revenue Code will be studied concurrently. The subject will be 
developed in the following manner: 
7 
I. A Review of the Depreciation Concepts and Practices of the 
Bell Systems in the Past. 
2. An ~xamination of the Present Depreciation practices of 
New England Telephone & Telegraph Company. 
' 3. A Discussion of Accelerated Depreciation. 
4. The Feasibility of the Adop~ion of Accelerated Depreciation 
by New England Telephone &'Telegraph. 
5. Attitudes and Rulings. of Regulgtory Agencies and Others on 
the Use of Accelerated Depreciation by a Utility. 
6. Accelerated Depreciation in Other Utilities. 
C. A Word About .American Telephone & Telegraph Company .and 
Its S.ubsidiary New England Telephone & Telegraph Company 
Since a relati~ely large segment of this study will be devot~d 
to American Telephone & Telegraph and New England Telephone & Telegraph, 
it would be helpful to gain some general knowledge of these two companies 
before commenci~g the main body of the thesis. 
American telephone· & Telegraph is a dome~tic corporation with 
its principal office located at 195 Broadway, New York, ~ew York. Al-
though American Telephone & Telegraph, as we know it today, was not 
formed until 1900, the telephone business actually came into existence 
in 1874, two years before Bell ~uccessfully transmitted the human v0ice 
over wire. At that time a Thomas Sanders and a Gardiner S. Hubbar·d 
' agreed to finance Bell's experimentation in return for a share in any 
resulting patents. Shortly after the granting, 'of the first patent in 
1876, Bell began demonstrating the telephone at various lectures. A few 
telephones were put into commercial use in 1877 due to the publicity of 
the lectures. Knowledge of the usefulness of the inst,rument .sp-eead 
quickly and a trusteeship was formed tcr develop the telephone commer-
cially. the policy of the trusteeship was to lease the instrument to 
agents throughout the country rather than sell. Thus, the initial 
groundwork of the Bell System o£ today was laid. In 1885 the American 
Bell Telephone Company was organized to build and operate lines inter-
connecting the regional companies that had developed from the licencee 
companies. Finally in 1900 American telephone & Telegraph took over 
the assets of the American Bell Telephone Company. 
Together with it's twenty-two principal subsidiaries American 
~elephone &Telegraph makes up the present-day Bell System which owns 
and operates approximately 82 per cent of the local and long distance 
lines in the country. .American Telephone & Telegraph coo-rdinate.s the 
companies in the .system by ownership of their stock (approximately 99.9 
per cent in most cases), by acting as general stgff and headquarters for 
the operating companies, and by interconnecting the.line.s of the various 
areas through it.s Long Lines Department. In addition to providing l~cal, 
long distance, and foreign country telephone services, the operating ~om­
panies offer numerous special services such as mobile telephone service·, 
marine service, and air-ground communications and other cu.stom tailored 
services. They are assisted in their work by the scientific and tech-
nological research carried on at Bell Telephone Laborataries, a 50 per 
cent owned s·-ubsidiary. In addition to functioning as a research !{;roup 
for the system, the Laboratories haye ma4e important contributions to 
national defense programs and have received wide acclaim in the fields 
of science and engineering. 
Western Electric, a 99.9 per cent owned subsidiary of American 
9 
Telephone & Telegraph, Own£. the remaining 50 per cent of Bell Telephone 
Laboratories stock. Western Electric manufactures the telephones and 
equipment for the system, purchases additional needed ·supplies, distrib-
9 
utes what it makes and buys, and installs central office equipment. 
The New England Telephone & T~legraph Company, one of the 
twenty-two regional operating companies in the Bell System, was incor-
porat~d in the State of NewYork in·1883 and gradually acquired the 
property of the small telephone companies in the region. The New· 
England Company is a 69.9 p~r cent owned subsidiary and ~rovides the 
states of Maine, Massachusetts~ New Hampshire, Rhode Island and Vermont. 
with telephone service and~ in conjunction with the other companies, 
provides long distance and foreign country services. It owns 71 per cent 
of the Westerly Automatic Telephone Company located in Westerly, Rhode 
Island. Like its parent~ it has been characterized by constant and 
dynamic growth since its inc~rporation. From the·point of view of total 
capitalization, investment in physical property, and number crf e~ployees 
and stockholders, New England Telephone & Telegraph Company is one of the 
largest business concerns in ~ew England. In 1884 the number of tele-
phones in aervice averaged 19,000; as of October 1958 this figure had 
increased to 3)000,000. Similarly~ total capitali~ation increased from 
$12,000~000 to $732,000,000 for the same period. 10 In addition; 1957 
saw the completion of the largest construction program in the history of 
the company with nearly one half million dollars spent on construction 
and replacement each business day of the year. New England Telephone & 
Telegraph has for many years had a license contract with its parent) 
according to which it has the right to use all the equipment covereu by 
10 
American Te-lepho~e & Telegraph patents needed fox its business. Like 
the other operating companies, it has its own directors, offi9ers, and 
employees and receives the benefit of various services performed by 
American Telephone & ~elegraph. 
~his in capsule form is the Bell System, a giant among the 
corporate giants of today. Numbered among its subsidiaries is New 
England Telephone & Telegraph Company, the oldest major operating unit 
in the system, and a vital segment of the New England economy. 
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I. A REVIEW OF DEPRECIATION CONCEPTS AND PRACTICES 
OF THE. BELL SYSTEM IN THE PAST 
A. The Formulation. of Depreciation Accounting 
Depreciation Concepts of the Nineteenth and Early Twentieth Century 
The term depreciation did not came into use in the business 
world until about 1835. Prior to the early nineteenth century, busi-
nesses were relatively small; the economy was simple, with agriculture 
and manual labor the chi~£ forms of economic activity and the need for 
an~xact det~rmination of net income had not arisen. Gradually, ·however, 
it was recognized that a loss in the value of long-lived assets ulti-
mately occurred due to so-called wear and tear. Hence the first form 
of recording depreciation wa~ a valuation process. An appraisal of 
property prec·eded the periodic preparation of income s.ta.tements. ,The 
income account was debited or credited for the difference between the 
. 1 d h . 11 current appra~sa an t e pr~or one. 
With the Industrial Revolution and the accompanying increase 
in commerce, manufacturing, and transportation, an awareness of the per-
manence of business arose, and the need for Eore refined methods of ac-
co~ting became apparent. Depreciation was soon~receiving its share of 
attention. The railroads, for example, recognized the value of a system 
of recording annual depreciation. Likewise, the states of Massachusetts 
and New York in 1846 and 1850, respectively, had legislation which re-
quired that a railroad prepare annual reports showing any expense of de-
preciation for certain assets. Depreciation and maintenance were corre-
12 
lated in railroad accounting. The philosophy behind this being that 
capital inv.ested was "sunk." ?-"he objective of management, therefore, 
was to achieve permanence in inv.ested plant through adequate and contin-
. . 12 
u~ng repa~r.s. 
. 
The stresse.s and strains of rapid economic growth soon led to 
various disputes. The extreme legislation produced by the Granger move-
ment (against high freight rates) caused the railroads and the courts 
to become involved in a series of controve~sies .. Presently depreciation 
became a topic ·of ni~agreement. In 1876 the Supreme Court ruled that 
depreciation was not an expense of doing business.* In 1878 it ruled 
again~** that an expense amount not actually·expended in cash cannot 
properly b.e charged to income as depreciation. 13 
During the ~nitial stage uf activity the t~lephone industry 
was faced with depreciation problems of much less intensity than the 
railroads. ~hree factors which in all likelihood accounted for this 
were: (1) the uniformity in Bell System accounting before regulatory 
action was taken, due to the unity o£ the operating companies through 
licencee arrangements~ (2) the substantial profit resulting from ~ompany 
·operations, and (3) the relative smallness in size and low cost of tele-
phone items which must be replaced, as compared with those of the rail-
14 
roads. 
The first circular of the American Bell ~elephone Company in 
1884 recommended an accounting system and upheld depreciation as a legit-
imate cost of operations. In viewo£ the lack of statistics indicating 
*Eyster v. Centennial Board of Finance, 94 U.S. 500, 503. 
**United States v. Kansas Pacific Railroad Co.) 99 U.S. 459. 
13 
average depreciation rates, this bulletin suggested 10 per cent on all 
classes of assets. ~his circul~r signaled the beginning of the develop-
ment of accounting for depreciation in the Bell System and was sent to 
all licencee companies in the belle£ that uniform accounting practices 
in all companies ~ere of vital importance. lhis initial concept of de-
preciation was closely related to the terms 11value" and ''replacement." 
Accounting circulars as well as annual reports stressed the necessity 
of licencee companies charging annual income with an adequate amount 
(as indicated by experience) to cover the deterioration of property over 
and above that provided for by the account Repairs and Reconstruction. 
~):lis same amount was to be accumulated in a reserve fo·r depreciation. 
Moreover, mention was made uf the failure of competing companies to pro-
'd f d . . 15 VL e or eprec~at1on. 
In 1908 Accounting Circular No. 4 of American ~elephone & 
Telegraph Company defined maintenance as the expense of preserving the 
original value of property, which expense did not increase the value of 
the property above the original value. Depreciation of Plant along with 
'Repairs"' Removing Subscribers 1 Equipment and. Removing Other :Plant were 
subac.counts under Maintenance. The meaning of depreciation was, on the 
other hand, far from clear or prec.ise. .An arbitrary whole dollar sum 
was assigned to Maintenance~ That portion which remained unexpended at 
the end of the year was credited to Reserve for Maintenance. Of this 
amount a certain per cent was authorized to be assigned to· Depreciation 
Reserve"' a subaccount of.Reserve for Maintenance. 16 
The term depreciation expanded in meaning as a result of 
Accounting Circular No. 6 which cancelled all previous circulars. 
14 
Whereas, prior credits to Depreciation Reserve served a balancing func-
tion> this new concept of depreciation was in the nature of an estimated 
loss in plant value. Consideration was given to some provision for the 
future. Subaccounts corresponding to asset subaccounts were to be kept 
fo·r all classes of .assets. As plant item!? were removed from service due 
to 11obsolescence, inadequacy, decay or deterioration ..• " an appropriate 
subaccount would be debited. The purpose of the reserve for depreciation 
was to provide for future replacement of plant. An amount authorized 
nonthly for Depreci~tion Reserve would be charged to depreciation of 
~lant and would equal the total charged to the subaccounts. An accou~t> 
Reserve for Extraordinary Repairs~ was suggested as an optional account 
to absorb the charges arising from unusual damages, for example> storms 
17 
and floods,. 
At this time there is still no precise definition for the 
terms depreciation, replacement, retirement, maintenance or book cost. 
A commentary on Accounting Circular No. 6 in an explanation of the ac-
count Replacement Reserves, points out that the various causes for 
future replacement of plant (obsolescence, inadequacy, and general de-
terioration) are grouped under the term depreciation and charged monthly 
to expenses. Since this debit amount does not involve a cash expenditure, 
an equalizing credit must be made to some account. The general name 
given this account is Replacement Reserves. As old plant is removed 
from service the plant account is credited for the cost of the item. 
18 This amount is debited to Replacement Reserves. 
By 1908 some of the Bell companies had started studies to 
determine the useful life of property to be used in establishing the 
15 
annual charge. The assistance of the engineers had been sought in these 
attempts. In 1912 a General Engineering Circular title~ 11Annual Depreci-
ation Rates" (No. 2Q2) recommended that all companies enlist the ~id of 
the engineers in the problem of rate determination. Average rates were 
set up for all classes of assets·based on the experience of the indi~id-
ual•.company. An attached bulletin set forth the methqd of computing the 
annual depreciation rate--100 per cent minus the net salvage value per 
cent divided by the number of years representing the life of the asset. 
The straight-line method~ therefore~ seems to have been assumed from the 
b . . 19 eg~nn~ng. 
The account Replacement Reser~swas subsequently cancelled by 
Accounting Circular No. 6, Standard Telephone Accounts, First Revised 
Issue. Depreciation was redefined as nthe estimated loss in value of 
plant which in spite of repairs is constantly accruing by reason of in-
adequacy~ obsolescepce, decay or gradual deterioration from natural ~~d 
·.usual c,auses •11 The charge to depreciation would now be accompanied by 
a credit to aeserve for Depreciation instead of Replacement Reserves. It 
would seem th~t up to this point the definition of depreciation has not 
changed significantly from prior definitions used by the telephone com-
p.any. 'The circular also mentions the term "salvage value of old plant" 
and 1'the cost of removing plant"--which cost reduces the salvage v.ah~e. 
Salvage v~lue less costs of removal (net S?lVage value) is also credited 
20 
to the reserve. 
Although the term depreciation on the whole seemed to mean 
l'loss in value, 11 a clear-cut and generally accepted meaning for the term. 
ha~ not yet evolved. The monthly accounting entry was ideally a reflec-
16 
tion of the actual physicpl depreciatipn which had taken place during 
the month. ~he twentieth century concept. of depreciation accounting as 
a method of cost allocation was far from the hori~on. 
Re·gulatory Actions of the Commissions ~ Courts 
~he trend toward government regulation of business in the late 
nineteenth century resulted in the passage of various regulatory acts by 
Congress. One such act~ the Revenue Act of 1894, later declared uncon-
stitu'tional, stated that depreciation was not allowable as a tax deduc-
tion. ~he Inte~state Commerce Commission which had jurisdiction over 
all carriers and which eventually prescribed a system of accounts for 
steam railroads., was created by the Inter'state Commerce Act in 1887. 
The System of AccountB presctllibed by the I.C.C. (in 1907) made depreci-
ation accounting mandatory for· railroads. Meanwhile, the attitude of 
the Supreme Court had been undergoing a change since 1899. Formerly, it 
had prohibited depreciation as an expense of O'p.erations. Now., it con-
ceded that depreciation ought to be taken into consideration.* Later, 
the Supreme Court maintained that improvements, the benefits of which 
are distributed over many yeqrs, should not be charged entirely against 
the revenue of one year.** 
By 1909 the Court seemed to be thoroughly convinced of the 
soundness of depreciation. In the Knoxville Case*** it held the view 
that not only does a company have the right to protect its investment 
*Ban DiegO' Land and Town Co. v. Nati~nal City., 174 U.S. 739. 
**Illinois Central Railroad v. Interstate Commerce Commission, 206 U.S. 
441, 462. 
***Knoxville v. Knoxville water co. (1909), 212 U.$. 1~ 532 ed. 371. 
17 
from iEpairment, but rather that a company has this obligation·to its 
stockholders. Moreover, the property of a water plant begins to depreci-
ate from the moment of initial usage. Provisions out of earnings, there-
fore, must be made in order to preserve the invested capital intact. 21 
In this same year depreciation received additional recognitio·n 
from other sources: A ''reasonable allowance" for depreciation was per-
mitted under the Corporate Excise Tax of 1909. Likewise, ~he Revenue 
,Act of 1913 pe·rmitted an allowance for depreciation expense. 
Uniform System of Accounts Prescribed in 1913 
The jurisdiction of the Interstate Commerce Commission was 
extended by an amendment of June 8, 1910, to include all telephone com-
panies which handled interstate and foreign country messages. As the 
I.C.C. had formerly prescribed a system of accounts for steam railroads, 
so too it acquired the same authority over telephone accounting. It 
began work on a system of accounts for telephone companies soon·after 
the passage of the law. At the same time the Public Service Commission 
of New York set about a similar task for the state. Several joint con-
ferences between representatives of both commissions were held. In 1911 
a Tentative System for UniformAccounting was issued. Ensuing protesta-
tions on the part of the telephone companywere so great, however, that 
the effective date was postponed ane year. In the interim period sev-
eral revisions were made. Finally, on December 10, 1912, the Uniform 
System. of Accounts was issued for telephone companies whose annual 
operating revenues exceeded $50,000. The order was effective in January, 
1913. Telephone accounting was now under government regulation. 22 
18 
~he accounting system prescribed was substantially the same 
as the one established in the Bell System by Accounting Circular No. 6 
(Revised Issue). Regarding depreciation it was held that this was a 
legitimate operating expense, the purpose of which was the creation of 
reserves adequate to absorb the depreciation which t'akes place in fixed 
tangible assets. It affirmed, moreover, that depreciation expense re-
sults from: (1) losses dua to wear and tear which lessen the value of 
property and which are not proVided £or by current repairs, (2) obsoles-
cence and inadequacy, and (3) extraordinary losses due to unusual damage 
23 to property. 
' 
The order further required that the periodic depreciation 
charge should be determined by each company based on its own experience. 
The companies must be prepared to defend their depreciation charges by 
furnishing commissions, on demand, with estimates and opinions prepared 
and signed by experts. The rate of depreciation should be a fixed per 
cant and should be determined on the basis of the average numb.er of 
units in the various classes of property. The expense should be charged 
to Depreciation of Plant and Equipment or appropriate clearing accounts 
and a credit should be made to the Reserve for Accrued Depreciation (102). 
An account, called Realized Depreciation Not Cov.ered·by Reserves--Dr. 
(413), was established to provide for charges at retirement, of assets 
with depreciation occurring before the establishing of account 102. 
24 Account 413 was a subaccount of the corporate surplus account. 
The Bell System objected to some of the provisions of the Uni-
form System of Accounts, such as account 413, the manner in which repro-
duction cost was to be appraised, and other items in the Uniform System 
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of Accounts. Nevertheless.~ the Uniform System of Accounts was not re-
vised until 1933. The two-decade interimJ however, was a time in which 
depreciation waa a major area of controversy. It was an important ele-
ment in the determination of net incomeJ as well as the means of protec-
tion against depletion-of the investor's capital. Also during the 
period depreciat.ion was gaining added significance in the setting o.f 
charges for telephone service, by the state regulatory commissions. 
Furthermore, it was an element in the determ;i.nation of income taxes .• 
Later, this use of depreciation was to become of prime importance. To 
add to all this_, depreciation was under the disadvantage of having two 
definitions: the first original concept of a loss in valueJ continued. 
MeanwhileJ a second definition had arisen according to which deprecia-
tion was a process of allocating asset book cost to accounting periods. 
The accounting process did not attempt to measure the loss in value. 
The two separate fields of accounting and valuation used .the same term 
to mean two rlifferent things. This ~derstandably caused much confusion. 25 
B. Controversies Over Terminology 
and the Economic Aspects of Depreciation 
Railroads ~ Other Utilities Oppose Use of Depreciation Accounting 
The period from 1913_, when the Uniform.. Sys.tem of .Accounts be-
came effec.tiye_, until 1933, the year of the first revision1 was a period 
of major controversy in depreciation. Much confusion continued to sur-
round the term itself~ It was still believed that the term depreciation 
reserve connoted the idea that the accumulated reserve represented the 
actual loss in the value of property due to factors commonly referred to 
20 
as depreciation. It was suggested that .since the purpo.se of deprecia-
tion accounting was to provide for the loss at retirement~ that the name 
Retirement Reserve Account replace the name Depreciation Reserve Account. 26 
Retirement Reserve accounting soon came to mean the process 
whereby a charge to income was made as a protective measure against heavy 
retirements. This method was premised on the idea that retirements are 
uniform from year to year. Advocates of.the retirement reserve method 
joined the milieu with proponents of the replacement rese~ve method and 
depreciation accounting, respectively. In addition there existed a dis-
agreement oyer the economics of depreciation accounting. It was con-
tended by some that the basis for recovery should be changed from book 
CO'St less net salvage to a provision for rep.lacement cost. Still another 
idea was that depreciation accounting should be more flexible. The amount 
of depreciation expense should vary acc·ording to the amount of income. 27 
The steam railroad, gas and electric light companies, accord-
ing to a report of the eommission in 1926~ held that while separate 
units of property do wear out and must be replaced, the composite prop-
erty, if maintained properly does not depreciate or lose value. They 
felt that a public utility was a composite of property and should be 
regarded as such for purpose$ of depreciation. A reserve is not needed 
to protect the integrity of invested capital. The function of a re~ 
serve, therefore, is to provide for retirements so that they may not 
burden inequitably the income of a single year. The amount of the re-
serve should be a matter of judgment rather than calculation. Deter-
mination of the useful life of an asset was mere guess work. Reserves 
created by depreciation charges serve no practical purpose since they 
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usually represent aQout 50 per cent of the recorded cost. At later hear-
ings of the I.C.C. the railroads contended that if depreciation accou~t-
ing were to be used the charge to operations for retirement should be 
based on replacement cost rather than on original cost. The 6ommission 
I 
in reply Btated that the method of basing the depreciation charge on 
original co~t waB the method generally used in this country. A switch 
to the replac~ment principle would create a radical change. Also in-
vestment accounting (which would have to be changed for consistency) 
would no longer show the original historical cost of the property. The 
commission also said that accrued depreciation, which is considered in 
valuation, and the annual depreciation charge, are related. The rail-
roads, on the other hand (supported by the Bell SyBtem), contended that 
property which is maintained to 100 per cent efficiency has no existing 
depreciation. The Bell System further maintained that accounting does 
not attempt to follow the actual rate of lessening in the valuation of 
property. Only by coincidence, it held, does ~he depreciation reBerye 
b~lance reflect the actual accrued depreciation in the assets. Justice 
Louis D. Brandeis stated substantially the same views in his dissenting 
opinion in the United Railways Case.* He maintained that the annual 
charge to depreciation expense does not reflect the actual depreciation 
in the property. Actual depreciation does nQt take place in any regular 
. 28 systemat~c manner. 
Despite the arguments advanced by the railroads, the eommission 
was ~damant. It stated that the proper base for accoun~ing purposes, as 
*United Railways & Electric Company v. West, 280 U.S. 234. 
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indicated, was the original cost. Reproduction cost may be used as the 
base in valuation. Aside from this the same elements cause depreciation 
fo~ accounting and valuation purposes alike. Hence, depreciation accrued 
in the books must be the same as depreciation used for valuation purposes. 
This argument appears illogical. The fun~tion of the two fields (valua-
tion and accounting) should be the factor determining the proper amount 
o~ depreciation to be U$ed in each field respectively, not the causes 
h . h . . t d . . 29 w 1c g1ve r1se o eprec1at1on. 
Another controversy centered around the unit plan as opposed 
ta the group plan of applying rates. Both methods used the average life 
of the asset based on the individual items in a particular class. The 
railroads favored the unit plan of accounting, whereby when a unit is 
r~tired~ only the amount that had been actually expensed during its 
life is charged to the reserve. If the accrued life exceeds the aver-
age life, then depreciation stops at the end of the average life. If 
the average life exceeds the actual life, the difference is charged at 
retirement to operating expense. In the group plan, the average life 
weighted is used in accruing depreciation expense. At retirement the 
book cost less net salvage is charged to a reserve, regardless of any 
differential between its actual life and the average service life. The 
commission decided in the same order of 1926 in favor of the group 
30 plan. 
In addition, the railroads contended that the service life 
cannot be calculated with any reasonable accuracy. On the other hand, 
the Bell System had previously submitted statements to the commission 
upholding the opposite position. The commission's ruling favored the 
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viewPoint of the system. ~he railroads further contended that deprecia-
tion accounting would impede the proper administrative control over ex-
penses~ particularly maintenance and retirement. The value obtained 
from depreciation accounting was not commensurate with- the large expense 
involved. Noreover, the expense of retirement should be charged to 
future periods because retirements were generally ~de because of ob-
·solescence rather than wearing out. 
~he I.C.C. was faced with the difficult task of deciding 
whether depreciation accounting was necessary for the railroads. The 
arguments ~et forth by both the proponents and the opponents of depreci-
ation accounting were thoroughly studied by the commission. Careful 
consideration was given to the characteristics an4 nature of the rail-
road industry itself. Finally in 1931 the commission ordered that all 
steam railroads under its jurisdiction practice depreciation accounting.31 
Telephone Company Considers Depreciation Accounting Necessary 
and Sound 
For the most part the Bell System differed with the rail~oads 
regarding depreciation accounting. The position of the telephone com-
panies expressed in Docket 14700 as a result of an I.C.C. investigation 
was that if the expenses of a period are to be reflected properly, they 
must include the cost of property Which is used up to some extent in 
rendering service during that p~iod. Depreciation accounting is nee-
essary~ therefore~ for the correct determination of profit and loss for 
a period. The accumulated charge to depreciation over the life of prDp-
erty should equal the book cost of the property less net salvage realized 
at retirement. The cost of property used up in providing service should 
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be allocated to periods when the property is used to provide the service. 
The straight-line method, it was felt, met these requirements. Telephone 
plant, however, is a complex composite of innumerable partB. It would 
ther~fore be impracticable to calculate and apply individual depreciation 
~ 
rates for each of the· items. A grouping of plant items into categories 
of similar assets would be more feasible. Even within groups, assets 
are retired at various times. Hence, it is necessary to compute the 
average life for the group. This figure, divided into the original coBt 
less net salvage, equals the depreciation rate which is applied to the 
average investment for the year, to arrive at the annual depreciation 
charge. The telephone companies further stated in Docket 14700 that de-
preciation expense is treated in a manner consistent with expenses of 
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other items lasting mo~e than one year~ for example, insurance and taxes. 
The railroads had previously given evidence under Docket 15100 
that the service life cannot be estimated with any degree of accuracy. 
The telephone companies disagreed with this stand and presented an ex-
planation of how service 1ife and salvage per centB are arrived at. ~he 
following additional facts were pointed out by the te~ephone company wit-
nesses: (1) Annual retirements in large telephone companies are not 
about the same from year to year but fluctuate considerably. The retire-
ment method, therefore, would result in highly irregular charges to the 
expense account. In a growing plant in particular, the retirement method 
would not reflect the depreciation of plant. (2) The group plan is as 
accurate as the unit plan. The service life estimate for a particular 
unit is no more accurate than the service life estimate for a group. 33 
As of June 1931 the group plan~ straight-line method was 
ordered for all class A, B~ and C companies.* 
C. The Influenee ~f the Economic Climate and Political Events 
on DepreciationAccounting 
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By 1933 the depression was thrusting sledge-hammer blows upon 
the American economy. Relief programs and compensatory spendinE of the 
New peal economists created an increased need for re~enues on the part 
of the federal government. During this period from 1933 td 1937 Bell 
System deRreciation policies and practices were analyzed and tested in 
detail by the Federal Communications Commission and other commissions. 
It is significant, however, that the Bell System was not requested to 
change its .depreciation policies and practices. The Bureau of Internal 
R~venue passed its approval on practices related to income tax deter-
mination. Furthermore~ the F.C.C. adopted Bell System practices almost 
jg toto for the system of accounts for large telephone companies. 
The pQst depression and World War II period (1937-1947) 
brought with it two major events relative to Bell System accounting. 
On January 1, 1937 the F·.c.c. adopted and made mandatory a Unif0rm Sys-
tem of Accounts for Class A and Class B telephone companies. Several 
definitions and instructions fromthe two prior systems of accounts were 
included in the 1937 revision. In addition, national defense demands of 
*Classification of companies by Federal Communications Commission: 
Class A--annual opera~ing revenues exceeding $250,000. Class B--annual 
operating revenues exceeding $100,000 but not more·than $250,000. 
Class c--annual operating revenues exceeding $50,000 but not more than 
$100,000. (Part 31--Uniform System of Accounts for Class A and Class B 
Telephone Companies.) 
26 
the war necessitated the construction of large amounts of telephone 
equipment. The question of appropriate accounting for defense facilities 
was raised in the Bell System and in other companies affected. Of par-
ticular concern war£ the depreciation rates to be applied to this equip-
ment. With the approval of the F.C.C. and the Bureau of Internal Revenue, 
American Telephone & Telegraph recommended that all pperating companies 
keep special records by classes of plant for facilities in each emergency 
project. Special depreciation rates ,could be applied to these accounts. 
Meanwhile, the normal depreciatio? accounti~g for these emergency facil-
ities would continue in the usual Eanner. Before applying a special 
depreciation rate to a given class of plant the company was required to 
file a report to the F.C.C. stating such things as the reason for the 
desired change, schedules showing present depreciation rates and pro-
posed rates by class of plant, and the effective date of the change, 
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etc. 
In the period following World War II depreciation again be-
came a subject of argument. Inflated postwar prices and capital re-
covery problems created discontent with the original cost basis of de-
preciation. The Internal Rev~nue Code adopted in 1954 contained certain 
provisions which allowed accelerated methods of depreciation. These 
provisions were admittedly a step toward liberalization of depreciation 
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methods; nevertheless they have posed problema for regulated industry. 
Depreciation accounting in the Bell System today is the cul-
mination of nearly three quarters of a century of changing ~oncepts, 
legislative and judicial action and the application of sound accounting 
. 
principles to ~public utility. The present situation in the New England 
27 
Telephone & Telegraph Company involving accelerated depreciation should 
be viewe·d with this background in mind. 
II. .DEPRECIATION PR,ACTICES OF THE 
NEW ENGLAND TELEPHONE & TELEGRAPH COMPANY 
A. Regulations of the Federal Communications Commission 
Under the Uniform System of Accounts 
28 
In general the process of recording depreciation in the New 
England Telephone & Telegraph Company is similar to that of other com-
panies. ~he straight-line group plan is used. Uniform amounts are 
charged periodically to operations during the estimated useful life of 
the property. Depreciation rates are applied to a whole group of items 
rather than on an individual basis, hence the service life, used is an 
average of :the estimated liyes of all items within a gro.up. Annual 
depreciation rates determined by company depreciation engineers and 
approved by the F.C.C. are applied to the investment in plant and equip-
ment to compute the· annual depr·eciation expense. There are approximately 
thirty-one classifications for property~ such as central office and dial 
equipment, cable wire and poles. Each class of property in each state 
has its own rate. (See Appendix I.) An amount equal t? the deprecia-
tion expense ·for the year is accrued in the Depreciation Reserve Account. 
At retirement the reserve is charged with the total service·loss which 
is the original cost les.s net salvage. The deduction is made at retire-
ment even though the actual life of an individual asset may b.e greater 
or less than the estimate. Hence at any given time the reserve provision 
36 for the present plant in use is the net of all the accruals and charges. 
Deprecia.tion practices in the New England company~ as well as 
those in other ]ell System companies, are prescribed by the F.C.C. in 
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the Uniform System of Accounts for Class A and Class '.B Telephone Com-
panies. This document adopted in 1937 by the F.C.C. has been amended 
several times. The most xecent revision became effe~tive in 1958. 
In 1948 the F.C.C. indicated its intent to prescribe deprecia• 
tion rates for Bell System co~anies one at a time. In 1949 the Michigan 
Bell Telephone Company received a mandate from the commission regarding 
rates. By February 1954 rate·s had been prescribed for aU compan~es in 
the system. (See Appendi'X I.) The .companies -'were now f<Y!ibidden to 
charge any other depreciation rates on their books. These depreciation 
.ra:tes" mandated for accounting purposes, are usua:lly used by the state 
regulatory commissions in establishing fair service rates for utility 
customers. Failure on the part of a state commission to recognize any 
portion of depreciation expense as determined by the application of the 
F.C.C. rat~s resultB in the disallowance of a portion of unavoidable 
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expense to the company. 
The F'.C .c·. defined depreciation in th~ Uniform System of 
Accounts in the following manner: 
Depreciation as applied to depreciable telephone plant, means 
the loss in service value not restored by current maintenance, 
incurred in connection with the consumption or pro.spective 
retirement o·f telephone p1ant in the course of service, from 
causes which are known to be in current operatio~ against 
which the company is not protected by insurance, and the ef-
fect of which can be forecast with a reasonable approach to 
accuracy. Among the other causes to be given consideration 
are wear and tear, decay, action of the elements, inadequacy, 
obsolescence, changes in the art, changes in demand and re-
quirements of public authorities.38 
In addition) the commission indicated specifically what classes of plant* 
*Plant refers to· physical propexty used in tel.ephone service. 
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a utility ~y properly include as depreciable items. Depreciation of 
plant to be installed in the future was singled out as an item which is 
not properly includable in depreciation expense. The commission also 
distinguished between those expenditures which should be classified as 
maintenance and those to be classified as depreciation. The followi~g 
accounts were assigned to each class of depreciable plant in order to 
39 facilitate uniformity in the application of the group method. 
Buildings (account 212) 
The original cost of buildings including all 
permanent fixtures and machine appurtenances 
and costs associated with the construction 
and purchase of such. 
Central Office* Equipment (account 221) 
The original cost of electrical installing 
apparatus~ operators' chairs, wire chiefs' 
stools~ desks, tables, telephone equipment 
.and other furniture and fixtures such as -
switchboards and operators' head sets. 
Station ·Apparatus .(account 231) 
The original cost of private branch exchanges 
and booths and material in stock normally 
used as station apparatus. 
Station Connections (account 232) 
The cost of installing or connecting items 
of station apparatus; inside wiring and cabling. 
Large Private Branch Exchanges (account 234) 
The original cost of installation of multiple 
manual private br~nch exchanges and certain 
dia1 system t¥-pes. 
*A central office is ·a building which houses the switching equipment 
to proyide the interconnection between one customer's line and another. 
In mechanically switched areas (called dial) .this interconnection is 
performed by electrical and mechanical apparatus actuated by customer 
dialing. In ~ual or operator switch areas this interconnection is 
performed by an operator using equipment called a switchboard. 
(Defined by: J .. Raymond Cordsen, General Plant Supervisor~ Mountain 
States Telephone & Telegraph Company.) 
P~le Lines (account 241) 
The original cost of poles, crossarms, guys 
and material used in the construction of poles. 
Aerial Cable (account 242) 
The original ,eost of aerial cable and :mat.erial 
used in the construction of aerial cable. 
Underground Cable (account 242.2) 
The original cost of material used in the con-
struction of such. 
Buried Cable (account 242 •. 3) 
The original cost of construction materials 
use-d in the cons'b:uction of such. 
Submarine Cable· (account 242 .4) 
The original cost of construction :material 
used in the construction of such. 
Aerial'Wire (account 243) 
The original cost of aerial wire. 
Underground Conduit (account 244) 
· The original cost of tile~ pipe, ~holes, etc. 
Furniture and Office Equipment (account 261) 
The uriginal cost not provided for in other 
accounts~ of furniture and equipment in 
offices, storerooms and shops. 
Vehicles and Other Work Equipment (account 264) 
The original cost of vehicles~ tools, garage and 
.shop machinery and equipment not provided for in 
other accounts.40 
The .F. C. C • has pre.scribed that telephone companies comput·e 
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depreciation charges by applying the appropriate cqmposite annual per 
cent to· the or~ginal historical cost of each of the classe.s of depreci-
able telephone plant, owned or used by the company. The rates are to be 
developed in each company ,as follows: original cost less net salvage 
value divided by ayerage service life. As stated previously, rates.are 
determined for groups of similar units rather than on an individual unit 
·. 
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basis. Application of the rate must result in charging to operations, 
the loss in s•ervice value of property, except for losses excluded under 
the definition of depreciation ~ver the life of the property. The per 
cent rate for each primary account* composed of more than one class of 
property** must produce a charge equal to the sum of the charges.result-
ing from applying the subaccount rates. For example, account 241 ~ole 
Lines (See .Appendix I) is comp.rised of the subaccounts Exchange and Toll, 
r.espectiv.ely, each with ihs own prescribed zrate. The charge to account 
241 would be the sum of the charges re.sulting from applying bo~h these 
rates. When a per cent rate becomes inapplicable the rate must be re-
~ised and computed in the manner prescribed for the original rate. 41 
~he current depreciation expense must be charged ~nthly to 
an account called Depreciation (account 608) and to appr·opriate clearing 
accounts.*** The corresponding credits are made to Depreciation Reserve 
(account 171). One twelfth of the annual composite depreciation rate is 
to be applied to the average uf the beginning and ending monthly balances 
. h . t 42 In eac pr~mary accoun • 
B. Factors Used to Develop Rates 
The depreciation rates applied to depreciable telephone plant 
are based~n three facto~s: (1) original cost, (2) average service life, 
*~rimary accounts correspond to classes of .depreciable plant:; i.e., 
there is one primary account for each class of depreciable plant. 
**Class of property is essentially equivalent to a subaccount, not to 
pe confused with classes of depreciable plant. 
***Clearing accounts (accounts 702 to 704) are provided as a medi~ for 
the distribution of certain items which affect more than one account 
and which cannot be properly allocated as they are incurred. 
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and (3) net sa:lyage value. As mentioned previously, these rates are 
developed in the manner prescribed by the F.C.C. Cost, less n~t salvage 
value, divided by the average service life. equals the depreciation rate. 
Original cost, the .depreciation base, .when used in reference 
to telephone plant, right-of-way, franchises, and patent rights, means 
the actual historical cost iti dollars of the p~operty when it was first 
introduced into public use, whether by the compa~y in question or by 
prior owners. Except as applied to the above items, however, cost means 
43. 
:the money value actually paid for .f!ervices or property. 
The service life of an asset i~ the period of time between it$ 
installation a:nd retirement. It would be impractical to develop depre-
ciation rates for the millions of items which comprise depreciable tele-
phone plant. Therefore, the average service life is determined for 
g:r:oups of items. The Uniform System of .Acccrunts specifies that a com-
pany must keep records o·f property showi~1g retirement data so as to be 
able to determine bymortality tables, turnover method or other appropri-
ate methods, the service life of property retired. 44 
Until the property is retired the average service life of a 
group of plant items is a .matter of estimate. The average service life 
for any given group is a fusion of two factors: (1) the "realized life" 
of the group which is the life actually experienced by the group in the 
. 
past, and (2) an estimate of the future life expectancy of the group. 
In dete~ining the first factor, historical data from accounting and en-
gineering records are summarized and analyzed. The :Sell System m:aintained 
such records long before it was required to do so by the F.C.C. The data 
recorded are the locatio_n ·of units, date placed, records of costs, re-
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tirements, and additions. In addition~ mortality records are kept for 
many classes of plant, showing the number of units placed and retired 
and the age at the time of retirement. From these data mortality rates 
are computed. the ratio of the number retired in any one y.ear, to· the 
number exposed to the risk of retirement at the beginning of the year is 
the mortality rat:e fox that year. .A series of mo'rtality ;r:ates are con-
yerted into a mortality curve which shows the pattern of retirements. 
Appendix II shows for a given group of assets what per cent remains and 
what per cent is retired at a giv.en age. A mathematical for.mula 
(Gompertz-Makeham) is used to compute the curve for the unretired prop-
45 
·erty. 
The second factor influencing the average service life figure 
is the estimate of future life expectancy. This estimate is based on 
judgment, ·future policies and plans of the comp~y~ and past experience. 
Finally, the results of these two studies are fused to arrive at an aver-
age service life for the group. 46 
Net salvage value, also a factor in the determination of de-
preciation rates, is the salvage value of the property retired after 
deducting the cost of removal. Salvage value is the amount received 
when the retired proP'erty is sold, or tl).e amount charged to an account 
~alled Material and Supplies (account 122)* or other suitable account if 
the· property is retained for later use. Cost of removal includes the cost 
~aterial and Supplies is a current asset account on the balance sheet. 
It contains the cost of material and supplies held in stock or bei~g 
~ufactured for use; re-usable material carried at original cost and 
scrap and non-usable mate'rial carried at estimated'amount receivable 
in the event of resale. 
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of tearing down, dismantling, demolishing or removing telephone property 
and recoverable sa:lvage material, and costs of handling and transporta-
tion. The relationship between net salvage value and original cost ex-
pressed as a .per cent is the nat salvage per cent. .Again"' ·determination 
of the net salvage per cent involves the use of estimates based on actual 
experience data. Certain types of property have no salvage value because 
no property is recovered. Salvaga value· for other typ·es will be comprised 
of the value of material as junk.47 
Obviously both service life and per cent net salvage value will 
differ from~ompany to company due to varying local conditions. There-
fore> depreciation rates, which are derived from these two factors in 
conjunction with original cost" will likewise vary.48 
36 
III. A DISCUSSION OF ACCELERATED DEPRECIATION 
The utility industry and other industries have long been aware 
that depreciation on an original cost basis in a period of declining 
purchasing power of the dollar does not p~otect the investor's capital 
because the depreciation charges are inadequate. During the summer of 
1953 representatives from various utilities appeared before the House 
Ways and Means Committee to protest against inadequate depreciation 
allowances based on original cost. Most ti;§ the representatives sug-
gested that_, to compensate· for under-depreciation resulting from in-
49 flated prices_, an adjustment be made to the original dollar cost. 
Specifically~ Mr. F. Warren Brooks, Vice President of Finance 
of the Cleveland Electric Illuminating Company, suggested a method for 
adjusting the original cost to the current cost_, which method would not 
involve the prediction of the future purchasing pow~r of the dollar. 
Mr. Brooks gives the following illustration of his method: (1) under 
the original cost method 100 poles with a 20-year life would incur a 
5 per cent depreciation charge each year, i.e., the original cost of 5 
per cent of the poles, (2) using Mr. Brooks' adjusted cost method would 
still result in a 5 per cent write off against the poles each year; how-
ever1 instead of using the actual original dollar cost of five poles, 
the current cost of five poles would be used. Each year the cost of 
five poles in terms of~ year's dollars would be ch~rged to deprecia-
tion. The current cost is obtained by applying the Consumer's Price 
I d h . . 1 50 n ex to t e or~g~na cost. 
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Not all utilities,. of course, supported this argument. Rep-
resentative of the opposition is the opinion of Mr. James V. Toner) 
former 'President of Boston Edison Company. In a presentation of his 
views before the members of the Boston Control) Mr. Toner cited yarious 
current depreciation problems. First among them was the agitation by 
many utilities to substitute replacement .cost for o~iginal cost, as the 
basis for the ~nnual depreciation charge. The basic issue narrows down 
to a ~uestion of whether the function of depreciation accounting is to 
reflect ~llocations of the original cost using a fixed unit of measure-
' 
menc or to reflect changes in the purchasing power of the dollar. The-
oretically~ the latter app~oach would result in the recovery of the re-
placement value rather than the o~iginal cost at the end o:! the useful 
life of an asset. Mr. Toner, pointing out that the replacement cost· 
method merely injec'ts one more indeterminate factor in the calculation 
of dep~eciation, strenuously objects to· it. Citing the numerous fluctu-
ations in purchasi~g power in the past (specifically the period from 
1929 to 1947), Mr. Toner states that ·any attempt to predict future 
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chang-es in the real dollar value would be absurd. 
It was this same realization of the inadequacy of the original 
cost basis for depreciation during periods of inflation which caused 
non-regulated industry to seek more liberalized depreciation measures, 
during the period of 1947 to 1956. These measures would result in a 
rapin recovery of a large part of the cost in the early.life of an asset) 
i.e., a large per cent of the original cost would be recovered before 
any great disparity occurred between the original and the current cost. 
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The result obtained is similar to that realized when the LIFO* method 
is used in inventory accounting. ~oreover, these liberalized or accel-
erated methods of depreciation, while. using original cost as the basis 
for depreciation, more closely approximate the replacement cost method 
than any other method incorporati~g original cost. ~his is especially 
true in the case of ut~lities because of their h~gh and.continued rate 
of expansion and the long life expectancy· of their property. 
In 1954 Congress· adopted the Internal Revenue Code of 1954 
which contained certain provisions perminting the use of accelerated 
depreciation. These. methods are termed accelerated because their use~ 
as stated previously~ results in a recoupment.of a large per cent of the 
cost of the asset in the initial years of its life, followed by a de-
preciation allowance which gets progressively smaller i~ later years of 
its life. 
Accelerated depreciation is somewhat similar to accelerated 
amortization. The latter refers to certain provisions (Section 124 and 
124A) of the Internal Revenue Code~ adopted during World War II~ which 
perm.it rapid cost amortization of certain properties. Prop·erties essen-
tial to· the war effort (called nemergency facilities") and acquired with 
government issued certificates of necessity were allowed to be completely 
amortized over a five~year period for income tax purposes. Although 
similar in many respects, a distinction should be made betwee1JL the two 
methods. Accelerated amortization, though still in existence~ was 
*The LIFO method of inventory accounting is one in which the most cur-
rent costs are charged out first. In an inflationary period use of 
this method results in matching the current high costs of merchandise 
bought, against rising sales prices. 
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initially intended as a temporary measure to stimulate production of 
es_aential war mat,erial during World War II. It was .an economic neces-
sity and was designed as a bonus to taxpayers rather than as a more 
reasonable method of matching expense against income. 
A. Provisions of the Code 
Se~tion 167 of the Internal Revenue Code of 1954 permits the 
use of one of the new rapid methods of depreciation for Federal Income 
Tax purposes on new property which was acquired~ constructed~ or recon-
ditioned on or after January 1~ 195~. The permission also applies to 
projects initiated before January 1~ 1954 to the extent of the cost of 
construction on or after the said date. The basic methods allowed under 
the code are: (1) straight-line, (2) declining-balance~ (3) sum of the 
years-digit_s~ and (4) any other reasonable and consistent method se-
lected by the taxpayer~ if the cumulative deductions dur~ng the first 
two thirds of the life of the asset do not exceed at the end of any 
taxableyear the cumulative deductions under the declining-balance 
method up to that time. The taxpayer is not permitted~ however, to 
change from one method to another for any given property acquired or 
constructed in the year except as provided in the law (from declining-
balance to straight-line) without consent of the Bureau of Internal 
Revenue. 
The declin~g-balance method theoretically would never fully 
depreciate the property. This is to be expected. The mathematical 
process of applying a fixed per cent to a diminishing balance makes 
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this inevitable. The taxpayer could, of course, deduct the unrealized 
salvage·in the year of retirement. A change to the straight-line method 
would obtain the full depreciation. The optimum time for a change in 
order to obtain a maximum over-all deduction is at the end of the year 
following the half-way mark expectancy. The taxpayer must be prepared 
to defend the reasonableness of straight-line rates at the time the 
change is made. The criteria for adopting accelerated depreciation or 
for changing methods applies to each year's addition of assets. If the 
taxpayer does not adopt accelerated depreciation for a given asset in 
the year of acqu~sition~ he cannot elect to do so in a subsequent year 
as to that asset, but he can do so for similar assets. 51 
Generally speaking, a utility would get the best results with 
the sum of the years-digits method because it produces a longer period 
of net over-all deferral of taxes and, therefore, results in a larger 
economic gain (especially where the estimated life is seven years or 
more). The declini~g-balance method on the other hand will yield greater 
financial assistance during expansion because the cumulative depreciation 
deductions under it are h~gher in the first two years of the life of the 
asset;53 This fact is illustrated in Table I shown below. The cumulative 
deductions for the first two years are greater under the declining-balance 
than under sum of years-digits. Starti~g with year three, however, cumu-
lative deductions under sumo£ the years~digits are greater. 
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TABLE I 
COMPARATIVE DEPRECIATION TABLE 
(Asset Worth: $100,000 Useful Life: 10 Years) 
Declining 
Balance, 
Declining Switch to Sum af the 
Straight Line $ "Balance $ Straight Line $ Year's Digits 
Year Annual Cum. Annual Cum. Annual Cum. Annual Cum. 
1 $10,000 $10.,000 $20,000 $20,000 $20,000 $20,000 $18,182 $18,182 
2 10;000 20,000 16,000 36,000 16,000 36,000 16,364 34,546 
3 10,000 30,000 12,800 48,800 12,800 48,800 14.,545 49,091 
.4 10,000 40,000 10,240 59,040 10,240 59,040 12,727 61,818 
5 10,000 50,000 8,192 67,232 8,192 67,232 10,909 72,727 
6 10,000 60,000 6,554 73,786 6,554 73,786 9,091 81,818 
7 10,000 70,000 5,243 79,029 6,553 80,339 7,273 89,091 
8 10,000 80,000 4,194 83,223 6,554 86_;893 5.455 94,546 
9 10,000 90;000 3,355 86,578 6,553 93,446 3,636 98,182 
10 10,000 100,000 2:,684 89,262 6,554 100,000 1,818 100,000 
(Source: Wi1liamJ. Scott, Office of the Chie£ Statistician, 
New England Telephone & Telegraph Company) 
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B. Declining-Balance 
and Sum of the Years-Digits Metho~s 
~he declining-balance method (called the double declining-
balance method because the rate used must not exceed.twice the straight-
line rate) is also commonly called the diminishing-balance, decreasing-
charges, reducinz-balance, diminishing-provision and fixed-percentage 
method. Under this method a per cent which is fixed for the entire use-
ful life of the asset is applied to a base which is continually being 
reduced by the depreciation charges fo~ the prior periods. This proce-
dure results in a progressively decreasing charge to depreciation. 
~he Bureau of Internal Revenue method o£ declining-balance 
differs from pure declining-balance in-two respects: (1) the latter is 
based on a complex formula which prevents many accountants from using 
it, and (2) it produ:ce·s a rate which fluctuates widely with varying sal-
vage values. The method used by the BIR does not incorporate salvage 
value in the determination of the rate; therefore the only estimated 
figure is service life. 54 The salvage yalue must still be estimated, 
however, and when it is reached the depreciation charge must stop. 
The sum of the years-digits produces a series of depreciation 
charges which get progressively smaller by a fixed amount. The charge 
for a pe~iod is developed from a fraction applicable to that period, the 
numerator of which represent.s the remainder of the asset's useful life 
from the beginning of the given period. The denominator is the sum of 
the digits in the numerators of the. fractions for all periods. For ex-
ample, an asset with a life of four years would have a fractional numer-
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ator of four in year one, three in year two, two in year three~ and one 
in year four. .Adding the numerators for all years results in a denominator· 
of 10. Ther~fore, the percentage rates beginning in the first year are: 
40%, 30%, 20%, and 10%. Unlike the declining-balance method~ this per 
cent is applied to the cost adjusted for salvage ~alue. If the salvage 
value is ~f material size this may mean that the recovery under the sum 
of the years-digits would be smaller in the early years than under the 
declining-balance method. Where the salvage value is an insignificant 
factor, however, the sum of the years-digits will result in a greater 
1 . 11 b th d f h h' d 55 cumu at~ve a owance y e en o t e t ~r year. 
If the taxpayer elects to change from the declining-balance to 
the .straight-line method (which he no·r.mally may do in a~y period of the 
useful life of an asset without approval of the Commissioner of Internal 
Revenue)~ the straight-line rate will be determined on the basis of the 
remainder of the useful life and must be adjusted for salvage value, 
In initially choosing a new method no formal election is required. The 
taxpayer indicates his election merely by computing the deduction using 
the new method. Moreover, the method of depreciation us~d to determine 
the Federal Income Tax need not be the same as the method used on the 
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companybaoks for accounting report purposes. 
An added feature of Section 167 is the acceptability of asset 
grouping. The declining-balance method requires the grouping of assets 
accor.ding to rates. As asset.s are acq_uired and retired they are added to 
or deleted from the group. The remainder of undepreciated assets is the 
base against which the rate is applied. An inherent disadvantage accom-
panying this method is that it disallows gains or losses on the retire-
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ment of individual assets. Recognition of such is delayed until the 
enti~e group is retired, which event may not occur until liquidation. 57 
The sum of the years-digits method do·es not employ a constant 
rate throughout the entire life of a group, rather it requires the com-
putation of a rate in the year of acquisition based on the average life 
of the group. Thus grouping of assets under this method must be accord-
ing to the estimated useful life in the year of acquisition. Since as-
sets a~e not added to a group subsequent to its formation, gains or 
losses will be recognized more frequently. 58 
C. Other Methods 
Section 167 of the 1954 code allows uot only the two methods 
specifically mentioned, but also allow~ the taxpayer to elect any other 
method which at the end of any year during the first two thirds of the 
us~ful life of an asset does not result in an aecumulation o·f deprecia--
tion charges exceeding that produced by the declining-balance method. 
Since the sum of the years-digits method does result in an accumulation 
of charges greater than this amount, specific mention is made of the 
rules for its application. .A few other acceptable methods· were given 
''official prior approval. 11 The units of productiO'n method which bases 
the depreciation cha~ge on the activity of the equipment is allowed. 
Since utilization of ·equipment is often greatest during the early years 
of life, this method often results in the acceleration of cost recovery. 
A second method allowed is that of allocating depreciation on the basis 
o.f revenue. Higher charges result in periods of greater revenue· and 
lower charges result in periods of lesser revenue·. .Any reasonable, 
consistent method of computing depreciation~ however, which conforms 
59 
to the limitation mentioned above, is acceptable. 
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Section 167 provisions apply only to property used for income-
producing purposes or in the taxpayer's business. The property must be 
tangible and have an estimated useful life of not less than three years. 
Moreover, the taxpayer using accelerated methods must be the original 
user of the property. Each item of property may be depreciated accord-
ing to any reasonable method. For example~ three trucks purchased in 
consecutiye years may each be depreciated unde~ a different method. 
This also applies to groUFS of assets. 
D.. Advantages and Disadvantages 
of Accelerated Depreciation 
Richard Rosan, an attorney for the Columbia Gas System, reports 
in an article in the American Gas Association Monthly that in a sutv.ey 
covering 124 companies, 54 of these companies had elected to use accel-
erated measures, 33 had decided against it, and 37 were undecided, al-
though of this last figure 20 leaned strongly in favor of using accel-
erated depreciation. The reason given for usin,g it by most ·of the 54 
·companies was that accelerated depreciation generated cash which reduced 
the financia:l requirement for l'new money. 11 The reasons given by the 
companies which chose not to use accelerated methods were: (1) plant 
additions for the year 1954 and subsequent years were minor and there-
fore accelerated dep~e·ciation would yield only a: sma:ll saving; (2) use 
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of accelerated methods would present difficult plant accounting problems 
and the cost of this would be out of line with the benefitg associated 
with the new method; (3) the feeling that Congress, despite the passage 
of the law, doubted its value and might repeal it; and (4) different 
r~tes of depreciation would have to be used for property constructed 
60 prior to December 31~ 1953 and after January 1~ 1954. 
What benefits are cited by those who advocate the use of ac-
celerated methods? One author, W. F. Stanley, holds that the most im• 
portant sin$le benefit to a utility arises from the interest~free use 
of funds represented by the taxes deferred. He suggests that the ap-
proximate dollar value of this economic gain can be computed by obtaining 
two factors: (1) the weighted-average cost of the money which would have 
b~en used had the tax not been deferred,* and (2) the net perio·d of de-
ferral. The money replaced by the deferred taxes could have been derived 
from three sources: common stock, common and preferred stock, or common 
and preferred stock and bonds. The cost of financing via each of these 
methods can be readily determined. The economic gain is then computed 
using this formula: P x M x T = economic gain 
where~ is the cost of·new property~ M is the assumed average money 
cost, and ~· is the number of years representing the weighted average 
period of the economic gain. Even after applying an assumed tax rate to 
the aboye product an economic gain still results. The author further 
states that the economic gain, using the sum of the years-digits method, 
is higher if the life expectancy is seven years or greater. 61 
*E.stimated co.st of the money over the life of the property. 
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Another writer elaborates still further on the conditions 
conducive to reaping the most benefits from the new code. Obviously~ 
companies in which depreciation is .a relatively large expense will re-
ceiv.e a proportionately larger tax ''savings •1' Likewise, the amount of 
the savings will vary with the t~x bracket of the taxpayer. Much bas 
beenwritten concerning the nature of this tax saving. Some hav.e con-
tended that the so-called saving is not really a. saving} but merely a 
deferral of a debt which eventually must be paid. One economist, Evsey 
Domar, maintains that, on the contrary, accelerated depreciation used 
by a growing firm affords permanent tax relief. Only in the case of a 
static co~any or in the case of a single inyestment does a~celeratedn 
depreciation represent the postponement of a tax which must ultimately 
. 
be paid. In the case of continual investment, rep~yment of the loan 
will never be necessary. If the firm is growing at an increasing rate, 
then the result of accelerated depreciation is a permanent reduction in. 
the effective tax rate. Mr. Domar contends that this aspect was lost by 
many who were anxious to assure the government that no permanent loss in 
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reyel;lue would result. Mr. Eisner, in an article in The Quarterly 
J.ournal of Economic,s·_, concurs with Domar. He states that accelerated 
depreciation in our growing economy will in the long run result in 
permanent drastic increases in t~tal depreciation c~a~ges accompanied, 
f b d . . t 63 o course, y ecreases ~n ~ncome ax. 
New and ·expanding companies have an advantage over old es-
tablished firms because a larger per cent of their assets are eligible 
for accelerated treatment. Since a change in the tax rate would affect 
the amount of the savii.ngs, in usip.g accelerated measures the taxpayer 
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should attempt to take his largest depreciation amounts in years of 
highest taxes. The problem involved here, of course, is the prediction 
of future tax rates. 64 
~he writer is of the opinion that not only is the interest-free 
use of funds arising from the tax deferral the most important benefit to 
be gained (as ~er Mr. Stanley) but that it appears to be the only im-
mediate benefit resulting from the use of accelerated depreciation. 
~evertheless~ the amount of interest saved would in most c~ses be size-
able enough to vvarrant adoption of the new methods on this basis alone. 
~he receipt of these benefits by a utility~ however, is dependent on the 
regulatory climate in which it operates. More specifically) this inter-
est savings would accrue to a company only if favorable rate treatment 
were accorded it by the state regulatory commission (discussed in Chap-· 
ter IV). Therefore) to state that a utility will receive the benefit 
of the interest saved, without consideration uf the regulatory picture 
affecting it, is somewhat oversimplified. 
One objection to accelerated depreciation is the fear of 
higher tax rates in lat~r years (in which case depreciation deductions 
would be lower if rapid methods were used) which would off~et the early 
benefit~ of economic $ain and financial assistance. Admittedly, tax 
history indicates a long-range trend upward. Nevertheless, we are start-
ing from a high plateau of normal tax rate~. Assuming a tax rate uf 50 
pe~ cent d~ring a period when depreciation charges were high (because of 
accelerated methods), a 30-year ~ife and money cost of~ per cent~ a tax 
rate of 131 per cent would be necessary in each of the lower depreciation 
years to offset the initial economic gain. On the other hand, if the tax 
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rate in the low depreciation years did not exceed 85.5 per cent~ which 
is the highes't level it has eyer reached_, then the 50 per cent tax rate 
during the high depreciation year.s could go down to 36 per cent before 
the gain would be entirely lost. With a higher cost of money the 36 per 
cent rate could be reduced even further. As stated p_reviously, util-
ities have been char~cterized by a consistent annual expansion ·and growth. 
Consequently_, there would be an ~verlapping of tax rates. !>art o £ the 
high depreciation y.ears would fall into the high tax years, and conversely, 
part of the low tax years would fall into the low depr~ciation years. 65 
The possibility of higher future ~ney costs in years of 
lower depreciation is also a cause for objection to the new deprecia-
tion methods. Again_, in .~e case of utilities, the danger. is minimized 
due to continuous yearly expansion and relatively stable money costs 
applicab~e to· their securities. Assuming a 20-year life and a money 
cost of 5 pe~ cent in the high depreciation years, a money cost of 28 
p·er cent would be neces.sary in all the lower years to offset the economic 
. . 66 
ga:~n. 
Other objections stem from the viewpoint that accel.erated de-
preciation yields no real savings but simply a deferral of a tax liabil-
ity. Even using accelerated depreciation, no more than 100 per cent of 
the asset can be written off. A last objection is the fact that using 
accelerated depreciation would involve keeping two sets of property ree-
d f t d h f t . 67 or s, one or ax purposes an anot er or accoun ~ng PFnposes. 
The fear that higher future tax rates and/or money costs in 
years of lower depreciation would offset prior economic gains seems to 
be somewhat unfounded (for the reason given above) if the company is 
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, growing and expanding each year. 
'The second object.ion mentioned, however, lD.erits more atten-
tion. It is ttue that accelerated depreciation does not result in a 
savings due to a reduction in the tax liability. 'The liability is not 
reduced. ~ayment of it is simply deferred until a later date. Ulti-
mately, 100 per cent of the asset (and no ~re) will be charged to depre~ 
ciation, and properly so. This is preciselywhat occurs when the straight-
line method is used. Likewise, the total tax liability will ultimately 
equal the amount payable under straight-line. This fact, moreover, is 
not construed by this writer as a disadvzntage or objection to the use 
of accelerated depreciation,. unless regulatory authorities hold that a 
utility~ received a saving. In which case net income would be ad-
justed (in establishing customer rates) to reflect an artificial gain. 
The only real saving accruing to a utility, to repeat~ is the 
interest saved on the additional funds IDade available--which saving is 
intended by Congress to effectuate the purpose of Section 167 (i.e., to 
provide an incentive for increased expansion and growth). 
The ~st significant objection to accelerated depreciation, 
other than unfavorable rate treatment py regulatory agencie·s, is the · 
cost involved in additional re·cord keeping. For some companiea, this 
would amount to only a fraction of the interest saving accruing from 
accelerated dapreciation. For other companies· (including the 33 com-
panies in Mt:. Rosan 1 s s-qrvey) the cost involved would be substantial 
enough to act as a deterrent. 
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E. Rate-Making Problems 
:Che accelerated provisions of the 1954 code have pos·ed prob-
lems in the field of utility rate making. There are four elements in-
volyed in rate setting. The first is the rate bas·e which is the computed 
fair value* of plant plus a reasonable amount for.working capital. Util-
ity operating expense based on certain test periods is the s·econd element. 
Included in this amount is straight-line depreciation.. A third element 
is the fair rate of return on. inves.tment which :J.s based on. a considera-
tion of current rates of return in private entepprise, the relative risk 
involved, and the need to attract capital. The rate base is multiplied 
by this rate and th~ result is added to operating expenses. The sum of 
these two amounts is gross income and is the figure which must be earned 
in order for the utility to earn the established fair rate of return on 
investment. 7he fourth factor in rate setting.is the service rate 
charged to the consumer. Rates are established whi-ch are calculated to 
return this amount of gross income. 68 
~he utility commission has the prerogative to decide whether 
accounting methods can be used for rate purposes. In dealing with a 
utility using liberalized methods of calculating depreciation for tax 
purposes, the colllJllission is faced with the problems of normalization of 
the tax expense. The commission can allow as exp~nse a normalized tax 
and straight-line depreciation, or it can allow the actual tax paid and 
*Fair value is equal to the original cost of plant less the reserve for 
depreciation (straight-line method), or reproduction cost less the ob-
served depreciation (appraisal method). 
52 
either accelerated or straight-line depreciation. 'rhe commission 1 s de-
cision on these two alternative approaches determines the allocation of 
the benefits and burdens of Section 167 between the utility customer 
and the investor. 
Normalization is the process of adjusting the tax expense for 
rate making and/or accounting purposes to equal the amount of tax pay-
able had the straight-line method been used. During the early years of 
the life of an asset the excess of the adjusted tax over the actual is 
charged to expense and credited to a non-eq~ity capital account or a re-
stricted surplus account. In later years when. theta~ expense actually 
incurred is greater than the normalized figure,. this differential is 
charged to the account created (non-equity capital or restricted sur-
plus) and a credit is made to an income account. 
The effect of using this method is to give the utility an in-
terest-free loan. 'rhis is so because the utility can.charge the consumer 
rates which adequately cover a tax expense which exceeds the actual tax 
paid. Hence3 the difference represents assets which the uti~ity may use 
until the time arrives that th~ actual expense incurred is greater than 
the normalized amount. At that time the loan must be repaid. 'The fol-
lowing illustrates (1) the entry to be made in the early years when ac-
celerated depreciation exceeds straight-line .and (2) the entry to be 
made in later years when the loan is being repaid and the accelerated 
charge is les.s than the .str'aight-line charge. 
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(1) 
~rovision for Deferred Income Tax xxxx 
Accumulated Deferred Taxes on Income 
(or Reserve for Deferred Income Tax) 
xxxx 
(2) 
Accumulated Deferred Taxes on Income 
(or Reserve for Deferred Income Tax) 
Income Taxes Deferred in Prior Years-Credit 
xxxx 
xxxx 
Normalization of taxes and straight-line depreciation was 
first introduced into rate making in connection with accelerated amorti-
zation to effectuate the Congressional intent of encouraging construction 
and pr·odtrction by giving the utility temporary u.se of funds. As discussed 
in the fo~lowing chapter, the purpose of Section 167 is to maintain the 
present level of investment in plant and to encourage economic growth. 
Consequently~ it is reasonable to assume that the same argument for 
normalization is applicable. However, it is pointed out that certain 
significant differences exist between Sections 124 and 167. The former 
was an emergency measure designed to expedite immediate production of 
particular types of assets essential to the war effort,. whereas S.ection 
167 is designed to prombte a gradual and long-range economic growth. 
Hence~ some economists feel that there is no reason, as formerly sug-
gested, for the commission to relinquish its control over utility con-
struction in order to follow a national economic policy expressed in a 
federal law. This same school of thought contends that a utility the-
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oretically needs no incentive to invest because it is assured of a rate 
of return which is reaso~able and sufficient to enable it to provide the 
. 't t 69 necessary servLces to L s cus omers. 
Anothe~ problem confronting a commission which allows normal-
ization is the determirtation of the effect of deferred taxes on the rate 
base. Should the reserve for deferred taxes be deducted in computing a 
rate base? The opponent.s say no because this reserve does ~ot represent 
a lessening in the fair value of utility property. Others say yes, be-
cause the funds represented by the deferred reserve are probably invested 
in assets which comprise the rate base. Therefore, if this is not de-
ducted from the rate base~ the investor will receive a return on capital 
contributed by the customer. This, of course~ would not hold if it is 
clearly .seen that the funds are not invested in rate base assets. 70 
In BUmmary, it appears that the advant~ge to be gained in 
using ~ccelerated depreciation iB not a reduction in the amount of fed-
eral income tax liabil~ty~ but rather a savings resulting from the 
interest-free use of the additional funds made available by the deferral. 
This can be said to be an advantage, as long as favorable rate treatment 
is forthcoming~ i.e., as long as state regulatory commissions permit 
normalization for rate purposes. The major disadvantage seems to be 
the added cost of record keeping required by the change-over and con-
tinued usa of accelerated depreciation. The amount of this expense 
varies according to the record-keeping practices currently in use in a 
company. 
IV. 'TBE FEASIBILITY OF ADOPTION OF ACCELERATED DEPREC :rATION 
BY NEW ENGLAND TELEPHONE & TELEGRAPH COMPANY 
A. Attitude of the Company 
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The initial views of the New England Telephone & Telegraph 
Company regarding the adopt.ion of accelerated depreciation~ as expressed 
in a conference on accelerated depreciation onAugust 6, 1954~ one month 
after the passage of Section 167, were on the whole favorable. Several 
aspects ~f accelerated depreciation~ as related to public utility use~ 
were discussed. 
First, it was pointed out that New England Telephone & Tele-
graph did employ accelerated amortization for certain construction proj-
ects designed for military use during World War II (for example, PBX and 
exchange facilities at Camp Edwards and Quonset Naval Base). In total 
the accelerated method was used for approximately $2~250,000 worth of 
assets. Second, although the law seems to be aimed more at businesses 
which ~perate on a unit cost basis, it is intended to be equally appli-
cable to large businesses such as New England Telephone & Telegraph, 
which groups assets for purpo~es of depreciation. Third, it was agreed 
that the purpose of the legislation was not to provide a reduction in 
taxes~ but to defer the income tax liability. In the case pf companies 
of the size of the telephone company, s~ch deferral permits the contin-
uing use of substanti~l amounts of money which otherwise would be ob-
tained at the added cost of interest from investors or American 'Tele-
phone & Telegraph. Fourth, the groupings of assets allowed by law in 
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this new method were by account, by groups of accounts, and a composite 
of all accounts. The conierees were qf the opinion that the composite 
of all accounts would be the EOst suitable· basis for anym~thod other 
than straight-line. This is primarily so, because it would involve the 
least amount of work. Depreciation by account, on the other hand, would 
produce costs which would be prohibitive. Mr. A. C. Syiek, one of the 
depreciation engineers present, stated that while ''composite of accounts" 
method would be the most feasibl~~ the requirement. that data on salvage, 
retirements, etc. associated with new construction be maintained by year 
would be impossible to meet. The most that could be done would be to 
f . b bl . f b . f . 71 urn~s reasona e est~mates o sue Ln ormat1on. 
In addition, Mr. Syiek mentioned that in order to reaover the 
entire cost of new construction (assuming the use .of the declining-
balance method) the company must change to straight-line. The New Eng-
land company depreciation engineers stated that the optimum time for 
the. crossover is the first year when the straight-line methon on a con-
struction project produces depreciation charges which exceed deprecia-
tion under the declining-balance method. (The Internal Revenue Code, as 
72' indicated in phapter III, permits crossover at any time·.) 
The conferees all agreed that unless the company adopted pro-
visions of the new code, regulatory commissions would disallow earnings 
due to the company's failure to take advantage of tax savings. There-
fore, if the new method was not adopted, the company must have convinc-
ing reasons for its stand. It was agreed that the New England commis-
sions would in a~l likelihood grant the savings to the company and not 
require that they be passed on to the utility customer. Nevertheless, 
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the commissions would probably deduct from the rate base, the amount of 
the new reserve because it represented tax sayings and not investor's 
money; consequently, the company should not be allowed to earn a return 
on it. Finally, the conferees felt that even though there might he a 
future levelling off of construction expenses, taK savings would not be 
substantially impaired because they are cumulative even though $avings 
in a particular year would be less.73 
The I.R.C. of 1954 stipulates that rules governing the appli-
cation of Section 167 provisions will be prescribed by the Secretary of 
the Treasury. In September, 1954, the proposed Regulations appeared in 
the Federal Register. Taxpayers are permitted by la~ to $Ubmit comments 
within a specified length of time. In October, 1954, following the pub-
lication of the proposed accelerated depreciation Regulations, American 
~elephone & Telegraph submitted a letter containing certain recommenda-
tions to the BIR. First, it was requested that where Section 167 re-
quires ~ertain types of segregation within mass property accounts, the 
use~£ statistical allocation methods beua]lowed. The code requires 
that some properties be identified as to year of ac~uisition, estiiDated 
salvage, remaining useful life, etc. In the mass property accounts of 
the telephone business which contain tens of thou~ands of items it would 
be most impractical to identify each of these with specific data~ ~he 
same results co·uld be adequately accomplished by 'the use of reasonable 
statistical allocations methods .• 74 
Second, the explanation of the declining-balance method in-
cludes a statement that it may be used with classified, group, or com-
po$ite accounts. The section explaining the sum of the years-digits 
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method does not give the same permission. Such a distinction does not 
appear to be intentional. It was recommended, therefore, that the ex-
planation of the sum of the years-digits include such permissio~, to-
getheL with an illustration of its application. The BIR took no action 
relative to the America~ Telephone & Telegraph requests and in November, 
1955, a new proposed Section 167 appeared in the ~ederal Register, which 
also failed to clarify these issues. Again American Telephone & Tele-
graph submitted recommendations but to no further avail. In June of 
1956 the Regulations were finalized and published. No recognition was 
given to statistical methods in t~e application of accelerated depreci-
ation. Segregation of property by date of acquisition and other identi-
fying data was still required. 75 
It seems evident that initially New England Telephone & Tele-· 
sraph was favorably disposed toward accelerated depreciation anq would 
in all probability have adopt~d it had the BIR approved the use of 
statistical methods in the determination of certain types of required 
information. Repeated attempts of the company to gain this approval 
proved inef·fective. "To adopt accelerated depreciation without this per-
111iss·ion would be foolhardy and pointless. The ex,pense incu:~:red would be 
co~letely out of line with the benefits received. 
In 1954 and 1955 the New England Telephone & Telegraph filed 
its income tax return without taking advantage of.acceleraned deprecia- · 
tion. In addition to the aforementioned reason, this action was based 
on a consideration of the following factors. First, the company has al-
ways used the same depreciation rates for accounting and for tax purposes. 
Adoption of accelerated methods would necessitate the use of two differ-
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ent rates (straight-line for accounting by mandate of the F.C.C. and 
accelerated for taxes, by choice). The present depreciation practices 
of the company had long been accepted by the "BIR and adoption ·of the 
new methods would involye a substantial change. The BIR might ask the 
company to support its return with extensive engineering studies whi~h 
would represent a substantial expense to the company. It was deemed 
unwise to depart from p·resent practices without sufficient reason. 
&econd, the company is subject to the jurisdiction of five state regu-
latory commissions and to the F.C.C. There is much uncertainty as to 
the accounting and rate treatment which these commissions will accord 
accele~ated depreciation. A wise decision on the part of the company 
could not be made until clarification on this matter was given. 
Anmmnistrative ~roblems and Costs 
As indicated previously, one of the primary reasons for New 
England Telephone & Telegraph's failure ta use accelerated depreciation 
is the administrative cost involved in the additional record keeping 
necessitated by adoption of accelerated methods. More than 50 per cent 
of the company's $950 million investment in plant is coEprised of large 
numbers af similar items; for exampleJ poles~ lines, cable, wire, tele-
phones and station equipment. The Uniform System of Accounts does not 
require and the company has no need for records which show.acquisition 
date, additions, and removals for individual units of this nature. 76 
Keeping such detailed records would be prohibitively expensive, there-
fore~ mass property accounts* are used in order to avoid this. These 
*Accounts which contain those classes of property which are accounted for 
as a group. 
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accounts make it impractical and in some cases impossible to segregate 
items by year of acquisition. Since Section 167 limits.the application 
of accelerated depreciation to property acquired after Pecember 31~ 1953, 
this segregation is necessary. Also certain p~ovisions of Section 167 
(those pertaining to the use of different methods of accelerated depreci-
ation for properties, acquired in different years~ and those pertaining 
I 
to a change-over from declining-balance to straight~line) require the 
taxpayer to provide such information as: cost or other basis, salvage 
value and estimated remaining life. 'The only feasible way to provide 
these data is through the use of statistical methods of allocation. 
Section 167~ however, has ~ot provided for the use of these methods. 
Regarding the remainder of telephone plant, such as buildings 
and central office equipment, cost by location records are maintained. 
The required information is more readily accessible for property re-
corded in this type of account. Nevert.heless the application of accel-
erated methods would still be costly. Analysis of each rearrangement 
~r reuse would be required, and about two thirds of this type of property 
is continually reused. 
Most industrial and manufacturing firms do not have the large 
fixed asset investment which characterizes utilities. Hence, accounting 
for accelerated deprec.iation would understandably pose few, if any, prob-
lems for them. In a survey of depreciation policy under the 1954 code 
approximately 170 manufacturing companies were discussed in the Business 
Record, February, 1955. No administrative problems or costs were re-
ported. Even in the utility field this aspect of ad~inistrative costs 
is peculiar to the telephone company. Water and gas utilities, although 
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heavily invested in fixed heavy assets, have, for the most part, large 
self-contained and uncha~ging facilities which are readily ideatifiable 
by year of acquisition or retirement. ~he relatiye smallness in size 
of telephone plant unit.s, and the fact that :these are geographically 
dispersed, rearranged, reused, and .subject to piecemeal retirement, 
makes record keeping far more co~plex and costs much higher for the 
telephone company than other businesses. 77 
.,Continuity of Section 167 Provisions 
Another reason for New England Telephone & Telegraph's fail-
ure tcr adopt accelerated depreciation is "the fear of possible future re-
peal of Section 167. Should this materialize, the company,. having in-
curred the expense·of establishing the prerequisite, procedures for.the' 
use of the new method, would be required to maintain records over the 
entire asset life, even though no longer able to use the method. There 
has been much ~pposition to the accelerated provision and an amendment 
which would have removed it from the code in 1955 was defeated in the 
Senate by a margin of six votes. Senator Lyndon B. Johnson, who later 
became Vice President of the United States, initiated the amendme~t and 
held the viewpoint that accelerated depreciation benefited primarily the 
large corporations in the amount of more than 1-1/4 billion dollars. He 
favored a more equitable distribution of benefits. Representative Wilbur 
D. Mills, who subsequently became Chairman of the Subcommittee on Internal 
Revenue ~axation of the Committee of Way.s and Means, raised further ob-
jection to accelerated depreciation. In July, 1955, he introduced a 
bill, H.R. 7694, which provided that accelerated depreciation be allowed 
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only on property having a useful life of ten years or greater. The fol-
lowing year Representative Mills, in a talk give~ during the fourth 
Annual Meeting of the U .• S. Chamber of Commerce, predicted that United 
States Tr~asury Revenues would s~ffer a serious. decreaseA He also re-
iterated his former viewpoint that the three-year asset life stipulation 
should be increased.~8 
Further agitation against accelerated methods was manifested 
in a paper entitled '~eakness of Accelerated Depreciation as an Invest-
ment Stimulus," presented before the Subcommittee on'Tax Policy of Joint 
. . R. ~ Co~ttee on Econom~c eport. 
Congressional Intent 
The intention of Congress in permitting the use of accelerated 
depreciation should be the prime factor'guiding regulatory commission 
treatment of accelerated depreciation. The Internal Revenue Code of 1954. 
was adopted as a tax revision, not as a tax reduction. Statements made 
by the House Ways and,Means Committee substantiate'this fact. The pur-
pose of the bill is described as follows: "to remove inequities, to end 
taxpayer and to reduce tax barriers to future expansion 
. ' 
harassment of the 
of production and 80 employment." The depreciation provisions of the bill 
are a good example of how Congress is attempting to remove barriers to 
increased production. The accelerated measures, allowed by the code en-
courage and stimulatg new investment and·promote economic growth by ~k-
ing funds available for additional investment because of the deferral 
of a heavy part of the tax bill until later in the life of the asset. 
There are some who argue that Congress did not intend that the 
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accelerated methods would be used in this way. They maintain that Con-
gress intended that the demand for utility services would increase due 
to the reduction in customer rates. The rate reduction would be effected 
because the utility wou~d pass on to the customer the benefit of any tax 
saving due to acceleration. This in turn will require the construction 
of additional plant and hence provide the stimulus which Congress had 
intended.. However, this argument overlooks one -vital fact, that is, 
that any rate reduction~ receiv-ed by the individual customer~ based on 
tax deferment, would be so small as to be insignificant. It is doubt-
ful if it would increase customer demand. Moreover~ this is not the 
way Congress intended to stimulate economic growth. A House Committee 
report stated that accelerated measures would increase the working cap-
ital of the company through faster tax write-of£. This would not happen 
if the deferred tax is passed on to the customer via a rate reduction. 
Obviously Congress attempted to create an increase in taxable income to 
offset the immediate loss in federal revenues due to widespread adoption 
of accelerated methods of depreciation by the taxp~yer.* This would be 
possible only if the temporary reduction in taxes we~e properly viewed 
as a deferment and the funds used for reinvestment purposes. If on the 
other hand the deferral were treated as a permanent reduction in tax ex-
pense and passed on to the consumer, this would entirely defeat the plans 
*A Federal government report anticipated a loss of approximately $400 
million in revenues during 1954 due to the new depreciation provisions. 
Moreover, it stated that revenue losses would continue increaaing each 
year until a peak in 1960 of $2.2 billion was reached. From that time 
depreciation deductions will gradually decline until the straight-line 
level is reached approximately in 1969. {U. S, House of Representatives 
83rd Congress "Report of the Committee oil "Ways and Means to Accompany 
· H.R. 8300, Internal Revenue Code of 1954, p. 13. 
81 
of Congress. 
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In using accelerated depreciation, the company has effected a 
change in the relationship between it and the government. The customer 
is not involved. Not only would the passing of savings on to the con-
sumar defeat the intent of Congress,_but it would represent unfair dis-
crimination against future utility customers. Present customers would 
benefit from the lower tax resulting from acceleration while future 
customers would bear the bu~den of higher taxes in the years when ac-
celeration results in a tax expense exceeding that produced by the 
straight-line method. 
Additional information concerning the purpose of accelerated 
depreciation is contained in a report of the Senate Committee on Finance 
on the bill H.R. 8300. 7his report says substantially the same ~hing. 
Representative Reed of New York, Chairman of the House W~ys and Means 
Committee, in a speech supporting the bill stated t~at the purpose of 
the bill's depreciation provisions was to allow bus-iness to write off 
costs faster and prov~de incentive for expansion of new business invest-
ment. Senator Millikin, Chairman of the Senate Committee on Finance, 
and Senator Humphrey, in reviewing the bill (8300), expressed similar 
views, i.e., the total amount of depreciation deduc~ible over the life 
of an asset is unchanged. The timing of the payment of taxes is merely 
- 82 delayed1 thus making funds available to stimulate economic growth. 
The Federal Power Commis~ion elaborates ·on the intent of Con-
gress in adopting Section 167 and concurs that it was the intention to 
benefit companies. The commission approves the-establishing of reserves 
for deferred taxes by natural gas companies. It explicitly states that 
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the amount in the reserve does not belong to the rate payers and that 
the purpose of this act, unlike the Natural Gas Act, is not to benefit 
the consumer. Hence it does not create higher consumer rates nor does 
it reduce them. Congress intended that consumer rates remain unaffected. 
In addition, the commission says that a deferral of taxes results when 
a company elects to use the new methods. Even though the company may 
continually increase its plant from year to· year, thereby causing the 
J;eserve account to have a balance at all times, this do·es not indicate 
that there is no deferral. It simply means that the tax deferral con-
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tinues as long as new plant is added. 
In the early days of the code the question was raised: is 
liberalized depreciat·ion availa}:>le to a utility? The answer is quite 
clearly contained in House Report No. 1337, which states that ''liberal-
ized depreciation policy is applicable to all segments of the economy," 
and applies ''to all types of tangible depreciable assets including in-
dustrial and commercial buildings and machinery and equipment. 11 84 
Normali~ation 
It'appears quite ev~dent then that in enacting Section 167, 
Congress intended not o~ly that companies be given an incentive to in-
crease their investment but also that this incentive come directly from 
the funds which are made available from the temporary deferral of income 
taxes. This quite definitely precludes passing on the savings to the 
consumer in the form of lower utility rates. Furthermore> it is equally 
evident that Congress intended that public utilities, as well as other 
types of business~. take advantage of Section 167. A utility, however, 
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can obtain the benefits intended by Congress only if they are allowed 
to include in tax expense the difference between the normal tax payable 
(under straight-line) and the'current tax actually payable under accel-
erated depreciation. Effectively~ this means that for rate-making pur-
poses state regulatory commissions m~st allow the normal amount of ne-
preciation as an expense in establishing a fair rate of return to the 
utility. As wa$ indic~ted p~eviously, there is much uncertainty as to 
what action state commissions will take in the event of a rate case.. 
Obviously~ then, the intent of Congress in including accel-
erated depreciation provisions in the code was not to bring about a 
permanent reduction in the·amount of taxes which the taxpayer must pay~ 
but rather no affect the.ti~ng. 
Another major obstacle preventing adoption of accelerated 
depreciation is the possible risk to the comp~ny' s financ·i?-1 integrity 
in future years. In January, 1957, the F.C.G. proposed for considera-
r 
tion a new expense account 11306-Income Tax D~fferential from Accelerated 
Depreciationtt and a reserv:e account "176-Accelerated Depreciation Income 
!ax-Differential Reserve." T4e proposal suggests that if accelerated 
depreciation is adopted, the use of these accounts in the following 
111B.nner might be obligatory. .Account 11305-0perating Taxes'' would be 
charged with the a100unt o·f tax actually payable that year; account 306 
would be cha~ged or credited with the differential between that amount 
and the amount payable under straight-line. Net income would not be 
affected by any differential. Instead this would be reflected in the 
reserve account 176. 85 
As of February 13, 1959, twenty state commissions had issued 
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rate-making rulings on accelerated depreciation. Nine of these co~s-
sions ruled that the tax dif£erential must be allowed to flow through 
to affect earnings. Eleven of the co~i~sions allowed pormalization. 
Two o£ the commiss~ons ruling for flow-through, Maine and ~ew Hamp~hire> 
have jurisdiction over New England Telephone & ~elegraph rates. It is 
· significant that both these states allowed normalization for accounting 
purposes. The states of Massachusetts and Vermont have also allowed 
normalization for accounting purposes but have not issued any rate orders. 
The state of Rhode 'rsland has issued neither accounting nor rate-making 
orders related to accelerated depreciation. The varying treatment ac-
corded accelerated depreciation has created a great deal'of uncertainty 
concerning co~ssion action. Understandably, this is of prime concern 
to New England Telephone & Telegraph. The company believes that the 
~.e.c. proposal for normalization is representative of sound accounting 
·. 
and ~y well be~ome mandatory. Consequently,.it is vitally important 
that the rate treatment of state commis~ions be consistent with any ac-
·counting treatment prescribed by the F.C.c. 86 
A company will not of necessity avoid rate-making problems by 
simply using straight-~ine depreciation·for both book and tax purposes. 
l£ a company does not take advantage of the reduced tax expense~ the 
commission could easily hold that it was not operating as economically 
as possible and, further, that the dif£erence between what the company 
is actually paying under straight-line and what it would be paying under 
accelerated depreciation is not an allowable expense. Some commission 
menroers have apparently indicated that they hold such an opinion. 
Therefore, a company which chooses to ignore accelerated depreciation 
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may be taking a stand which is risky at best. If~ on the other hand~ 
accelerated depreciation is adopted for tax purposes, the commission ~y 
allow only the actual tax liability as an expense. In view of the ac-
tion to date by New England commissions~ this is quite probably the sit-
uation New England Telephone & Telegraph would be faced with if it 
elected to use accelerated methods. 
These two viewpoints show the extreme precariousness of the 
position in which the public utility finds itself. Regardless of its 
course of action~ a company ~y be incurring an unallowed expense. ~ence 
it is evident that the viewpoint of the commissions, under whose juris-
diction a company falls, must be ascertained to the extent possible before 
the company makes a decision ~n accelerated depreciation. 
The New England Telephone Company believes normalization is 
sound accounting because it gives recognition to the fact that a future 
liability is created by acce~erated depreciation. If in establishing 
customer rates a commission does not allow normalization~ current ex-
pense will be understated and the expenses of future periods will be 
overstated. To hold otherwise, according to Robert Jones, .Vice Presi-
dent and Comptroller of New England Telephone & Telegraph, "is to say 
that the whole does not equal the sum of its parts."87 It is not sound 
accounti~g to offset charges against credits applicable to different 
accounting periods even though the related cash transactions occur at 
the same time. This would constitute a violation of the principles of 
accrual accounting which are followed today and a return to the cash 
basis of accounting. 
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Other Considerations 
A further question raised is: will a company which elects to 
use accelerated depreciation for tax purposes. be required to use it for 
book purppses also? This is doubtful because the result would be a 
higher depreciation expense which would necessitate an increase in cus-
tomer rates. The commission would not be this impractical. Also, ac-
celerated depreciation for· tax pp.rposes and for book purpo.ses have two 
sepa~ate functions. The former is a method by wh~ch the government 
facilitates improvement of the economy. The latter is a reflectiQn of 
each accounting period's share in the total cost of property. The two 
functions are distinctly different. 
Still another effect of using accelerated depr~ciation for 
book purposes is that the cost of money will fluctuate annually .accord-
88 ing to· the amount of deferred tax which changes each year. Also,, 
while accelerated depreciation is not a gift of money on the part of the 
government, some commissions may view it as such~ rather than as an ex-
tension in the date on which the tax is payable. With such a vieWPoint 
a commission ~ight deduct the deferral from the rate base. 
In summary, many factors have combined to influence the deci-
sion of ~ew England Telephone & Telegraph to ~ontinue using straight-
line depreciation. The problem of furnishing the BIR with the various 
data required by Section 167 with the attendant cost is one of the 
reasons why a change to accelerated depreciation has not been made. 
Equally important is the consideration of probable action by regulatory 
commissions. The state commissions which have jurisdiction over the 
company could> in establishing customer rates, recognize as an expense 
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,, 
only the ac.tual· federal inc·ome. t¥:·{:P~i"d: .~nd ~could orde.r a ·downward ad-
Justment to ·cu·s.tomer rat·e.s on tni~· .b'atSis. E.ffectiv-ely thi·s would a:llot 
trhe. benefits of .accele.rated depr'e'd:,?;t;:ito'n 1:o the. pres'ent utility customer 
.rather than to the utility. 
B. Views of Commissi9ns, Courts, and Others 
~ecent.,. C_as·e_s and Hearings 
state regulatory conmdssions;q~~~·issued a V,arie~y of rulings 
..-"!-. -:. ~ 'M"ic...C,·· 
with respect to accelerat,ed dep'r~c.ia'1J:.R~-~ As stated in a prior sec.tion 
. ) . 
of this paper, there has be·en a la'ck o.f cons.;i.stent treatment of this 
matter. The reasoni~g behind ·some ·¥ cth~? ._"r,~i.i~gs is contained in the 
,4~ ~· ~ '. . ·l(~ 
fi~din,gs o.f the commissions. Fiv~ -~~~pa,n!_~~-~high h~ve recently been 
. 
inyoJ;v..ed in hearings are: G.~ntral M~:lye .E<?.~e:J;"~ Ba~gor Hydro:-Klectric 
Co~~ny~· :Ma,nufacturers ~ight and :g~~t, Co~patf:Y.;.' .L~c.lede Gas Company, and 
Hope. N~ural Gas Co~pny. 
The Central Maine Power Go~p~ny~ {o:J;"g~ized in 1905, supplies 
~ ~ ~ . ... 
-electric se'rv.ice to n(jtarly all count,iE?s~ .~n .. the stat,e _of Maine. It 
~ . ~ 
serves· extensiye rural and in~ustrial ar.~·as.. . Increasing demands for 
ele·c.tric serv:ice in the last ten Y,~{!-rs ho?,v,.~, re·sulted in a growth of 
the company which is. reflected in. trhe __ lar.~·$,r inve~?.tment in plant and 
. "' ~-:, ~ ... ~ . 
.an inc_rease in revenues. 
Since ~948 t_he company has -~~j>lY:~~t:%-4· a s·eries of req:uests for 
r.a,1;,~ increases to the. Maine ;J?.ublic Ut.~lit.iE_:!:s <;;~mmi_ssion. One such re.-
, '· 
~-g~~~$-~~.f~~.: i.Hit;i?-~ed on .l'une 27? 19?6.. D\tri~g- .t!le year 1956 the comp.any 
had .u.~-~:9:.: a~·c:;ele-r~ted deprecia:tion in. d~.t.e):'ft.!~il:\;g. the. amount of federal 
' . 
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ine:ome. tax payable. The federal incol!le- tax _figure reported to the com-
miss.iop was, tb:e·. actual tax paid, '$4,.5.79?J)OO,; ·.hqwever, the company urged 
that it l?e allowed to .add to this' figur;e an additional $353,000 which 
represJ~I_lted the tax differ~ntial b~t,w·~~~t:he:_ .s.traight-line and the ac-
celerated basis. 89 
The commission b.rought out t:h~t-- .~c;:celerated depreciation had 
never before been a rate case issue i'ti· ~~ine and therefor.e no legal 
precedent had been established. It ~e~er,r~d to the decision of a Penn-
sylvania superio-r court which upheld t:he '\actual tax paid" doctrine.* 
I~ addition, the commission .s.tated tha!t while most accounting decisions 
by s.tate commissions favored normaliz'¢.t"ion; the few rate case decisions 
made up to t~at time allowed only ac~ual t~es paid. Little weight was 
. t h . d . . 90 g~ven o t e account~~g ec~s~ons .. 
'The Maine commission stated its a:g_;-eement with the "actual tax 
pa.id" doctrine and expressed the yj{ew that. if it allowed anything other 
than the actu~~ tax paid as an expens~~ trhe_customers would be contrib-
uting cap.ital thro~ah rates. A;Lso the co~s'sion upheld the idea that 
in a growing compahy acceler,ated depreciation results in a permanent 
tax saving rather than a deferral. .Hen~e jf a utility is allowed to in-
clude the tax differential as an expense .. ~~r, rate purposes, the customer 
woJ,lld be paying ra.tes based on an_ ~:x;J?.:Etnrs .. if~=which the utility might never 
pay. Accordi~gly the Maine· commission r~ied that expenses could not be 
increased by the annual tax differential and the rate base could not be 
*ri·~•~sburgh vs. P.ennsyly~nia Public Ut:i-l.iti~·s .Qqmmission, Manufacturers 
~ig)l4~W .H~i!.t.li:'<?,mpa:ny v. Pennsylv~ia ·l'ubJic: Utilities Commission 
Dbck¢p: 1No. cl62.9.4 (December 29_, 1956). 
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decreas·ed by the accumulated differential. 
The Bangor Hydro-Electric Company generates, distributes, buy$ 
~nd $ells elect.ric energy in certain counties of eastern Maine. I.t ser-
vices approximately 107 co~ities which are predominantly rural. Its 
facilities are Qf the hydro-electric, turbine, and diesel electric type. 
During the years 1954, 1955~ and 1956 the company elected to 
use accelerated depreciation. In 1957, however; it reverted to the 
straight-line method due to· the action of the Maine Public Utilities 
Commission with regard to the Central Maine Power Company and in fi~ing 
its federal income tax return, depreciation expense based on the 
straight-line method was usad. On July +O, 1958 Bangor Hydro-Electric 
filed a request for a rate increase with the Maine Public Utilities 
Commis~ion. The depreciation exp~nse included in operating expenses for 
the year 1957; which was the test year, was computed using the straight-
line method. The commission held that in failing to use accelerated 
depreciation the companywas not operating as economically as possible • 
.According to· the commission,, this resulted in unfair treatment to the 
. . 91 
ratepayers and constituted an 11abus·e of manager~al d~scretion." 
In establishing fair customer rates the commdssion felt that 
it should act as if the utility had taken ·advantage of accelerated de-
preciation. Consequently the commission ruling allowed as a tax ex-
pense only the amount payable under accelerated depreciation. Of the 
three commissioners, one, a Frederick N. Allen, gave a dissenting 
opinion. Mr • .Allen stated that in issuing its mandate the commds.sion 
was going outside the scope of its legal jurisdiction and was infring-
ing on the rights of management conferred by Congress. In support of 
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his statement he cited the case of Pittsburgh vs. Pennsylvania Public 
Utilities Commission, discussed below. Furthermore, he distinguishes 
between the issue involved in the Central Maine Power case (in which he 
concurred with the commission's decision) and the present case. In the 
former instance the commission ruled on rate treatment after the colDPany 
had elected to use accelerated depreciation; whereas in the case of 
Bangor Hydro-Electric the commission ;i.n effect was dictating managerial 
policy. 92 
In 1955 the Manufacturers Light ~nd Heat Company was usi~g 
accelerated depreciation. At· that time the Pennsylvania Public Utilities 
Conmdssion disallowed the savings element of tax expense~ i.e., allowed 
only the actual tax payable. In January of 1956 the company changed back 
to straight-line. The city of P;ttsburgh contended that the company 
should reduce the tax expense to the amount which would be payable if 
accelerated depreciation had been continued. The question of whether 
the utility had a right to elect not to use accele~ated depreci~tion, 
thereby depriving the customer of the savings, was treated in two prior 
cases by the commission. In both cases the commission ruled that it 
may not substitute its judgment for that of management, unless man~ge­
ment is obviously abusing its right. The city argued that this case 
differed f~om the others in that the company reverted to straight-line 
because it was not allowed the benefits it sought in the previous rate 
case. The commission~ on the other han4, held that the company's de-
cision was nqt an "abuse of mana_gerial discretion" and that there was 
no intent to deduct less than total depreciation from taxable income 
oyer the life of the property. Therefore, there is no substantial dif-
ference between this case and the two previous cases. Consequently~ 
the conmdssion did not order an adjustment in taK expense. 
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~he Laclede Gas Company in 1956 elected to use accelerated 
depreciation. ~he amount of income tax deferred because of this electiGlD. 
was charged, in accordance with a Missouri Public Service Commission rul-
i~g, to income and credited to a reserve for deferred taxes. Thus~ ac-
celerated depreciation did not result in a flow-through of savings to net 
income. In 1957, however, the commission held that it was not authorized 
to allow more than the actual liabilities as an expense. This results in 
reducing income tax expense and increasing reported net income by the 
amount of the tax deferred without making any provision for a future tax 
liability. In view of this the company exercised its right to revert to 
straight-line depreciation and forego the benefits intended by this $ec-
tion of the code. 93 
In granting an increase of rates to the Hope Watural Gas_Com-
pany in April~ 1958, the West Virginia Public Service· Commission allowe·d 
only the amount of tax expense actually paid. The company, which w~s 
using the dec1ini~g-balance method, so~ght to normalize taxes. One com-
ndssioner voiced a dissenting opinion based on the argument that the 
commission's ruling would subsequently cause the company to see'k an ad- · 
ditional rate increase. He asserted that the action of the commission 
would result in an immediate benefit to the customer. Nevertheless, the 
·company would obviously drop accelerated depreciation and in view of the 
increased taxes, again apply for rate relief. This would put customers 
in the same position as if the commission had allowed normalization~ 
with the i~ortant exception that they would not benefit from the interest-
free use of funds represented by the amount of the t~x deferral. He 
goes on to say that it wpuld be better fo·r the commission td allow a 
normal tax and require the co~any to keep a reserye account with the 
funds restricted to construction and other appropriate uses, but not 
available for diyidends. The commi$sion could in any given rate case 
compute the free interest on the amount in the reserve. 94 
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In 1958 the Federal Power Commission issued orders for gas 
and el~ctric companies under it$ jurisdiction. ~hese orders amended 
the Uniform System of Accounts to provide for deferred tax treatment 
associated with the use of accelerated depreciation. Reserve tax ac-
counting was not made compulsory in order to avoid a conflict with the 
demands of state regulatory commis$ions. The F.P.C. ordersj however~ 
indicated regret over the inconsistent treatment of the accelerated de-
preciation tax differential by s.tate commis$ions. 95 
Other Opinions 
In connection with the use of five-year certificates o·f amor-
tiz.ation, the American Institute of .Accountants favored the ~ormaliza­
tion of taxes and the setting up of reserves for future tax payments. 
Their stand relative to· accelerated depreciation, ho~ever~ was different. 
In .Account~g Research Bulletin ~o. 44, the Committee on Accounting Pro-
cedures states that accounting for deferred income taxes is unnecessary 
except in instances where the reduction of taxes clearly results in a 
deferral of amaterial amount. 
This decision was the subject of much dispute and many ·com-
panies submitted protests to the· committee. In addition~ two member·s of 
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the committee handed down dissenting opinions. Mr. Carmen G. Blough> 
Director of Research of the Institute, interpreted the decision in his 
column in the Journal of Accountancy;. Mr. Blough explains that the com-
mittee~ in making the decision, realized that various situations exist 
where recognition of deferrals would be important. Public Utilities in 
particular were classed in this group. In general~ the utilities thought 
this a rather ineffective.move, carrying much less weight than a revision 
of the bulletin itself. 96 
.At the C_ontrollers Institute of America Conferenc·e in 1955, 
Mr. John 0. Einerman) Assistant Comptroller of the American Telephone & 
Telegraph Comp~y~ suggests reasons why the Institute changed the pro-
cedure from that recommended in connectionwith.accelerated amorti~ation. 
He feels that many accountants see a distinct differ~nce between the use 
of accelerated amortization and accelerated depreciation. ~he former en-
compasses a fixed length of time (five years). The reduced taxes during 
this period~ as well as the increased taxes at the end of it~ are quite 
evident. The situation is not quite the same, however, with accelerated 
depreciation. The length of ~ime involved is indefinite and changes 
could occur in the tax rate or in the law itse1£. Mr. Einerman also 
suggests that in formulating its recommendation the committee was con-
cerned more with industry in general and less with public utilities. 97 
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V. .ACCELERATED DEl'R,ECIA'riON IN THE ELECTRIC INDUSTRY 
A. Widespread .Adoption by Electric Companies 
Of all industries in th~ public utility field~ the electric 
light and power industry has grown most rapidly and occupies the place 
of first importance. Over 95 per cent of all occupied dwellings in this 
country are equipped with electricity. 98 Undoubtedly~ the po.sition of 
the electric industry in the economy is due to the fact that American 
standards of living have made electricity one of the mos.t basic neces-
sities of life. 
Like other public utilities, the electric industry is subject 
to various for~s of government regulation. The Yederal Power Commission, 
created in 1920, has jurisdiction over the electric rates of companies 
involved in interstate commerce. Additional regulatory powers pertain-
ing to accounting and depreciation were granted to the commi·s.sion by 
the Federal Power Act of 1935. Two years later the commission prescribed 
.a Uniform System of .Accounts for all companies under its jurisdiction. 
Another source of federal regulation is the Securities and Exchange Com-
mission. Companies which own or control 10 per cent of their voting 
stock are required to register with the SEC certain types of information 
pertaining to the purchase, sale; and issuance of stack. .Additionally, 
each electric utility is regulated by the public utility commission in 
each of the states in which it operates. 
The electric industry, unlike the telephone industry, has for 
the most part adopted accelerated depreciation. A study made by a public 
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utility research specialist at Goodbody & Company in New York indicates 
that 88 of the 113 electric utilities participating in the study were 
using accelerated depreciation. 99 Furthermore) an annual report pub-
lished by the F.P.C., titled Statistics of Electric Utilities in the 
United States, 100 contains the financial reports of the majority of the 
important privately owned electric utilities in the United States. Of 
the 267 reporting companies in 1959, 145 were using accelerated depreci-
at ion. 
A comparison of the characteristics of the telephone and 
electric industries gives some explanation for the greater popularity 
of accelerated depreciation in electric cmmpanies. Approximately 82 per 
cent of the telephone industry is controlled by the parent company of 
the Bell System, American Telephone & Telegraph. The area serviced by 
this vast system encompasses the entire nation. In addition to federal 
regulation by the FCC (and the SEC), the Bell System is effectively 
under the jurisdiction of fifty state commissions. Although adminis-
trative decisions are often formulated locally by each of the operating 
companies) American Telephone & Telegraph ultimately has controlling 
power hhrough ownership of the stock of the companies. This is evidenced 
by the high degree of uniformity which exists in the operating policies 
and practices of the subsidiary companies throughout the system. Since 
the approval of the parent company is prerequisite to the adoption of 
any major policy, it is safe to assume that, relative to accelerated de-
preciation~ the action taken will be the same for all Bell System com-
panies. 
The situation in the electric industry, however, is quite 
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different. While certain electric companies may be considered leaders~ 
the industry is not under the control of any single company. Rather it 
is made up of numerou$ independent companies. ~he area serviced by a 
given company may be confined within the boundaries of a single state, 
or it may spread into other states> but in any event it does not begin 
to approach the ma.gnitude of the territory served by the Bell System. 
Consequ~ntly, it is not uncommon for an electric company to be under the 
jurisdiction of only two or three state commission$ or., if involved only 
in intrastate business~ to be subject to only one state commi$sion and 
no federal commissions. Admittedly, reg~latory treatment is a signifi-
cant factor influencing a decision to adopt accelerated depreciation. 
For electric companies the determination of rate treatment and the in-
fluencing of the regulatory climate is obviously less complex than for 
the Bell System. If~ for example, a particular state commission $hows 
·a favorable attitude toward accelerated depreciation, an independent 
electric company~ Dperating solely in that state, is greatly encour~ged 
to adopt accelerated depreciation. Consideration of the rate treatment 
by other state commissions is almost irrelevant. In th~ case of the 
Bell System~ however, the treatment of fifty state commissions is most 
relevant. 
Moreover~ electric companies have not been involved in rate 
cases with their respective state commissions as frequently as telephone 
companies. Consequently, they hay£ less reason to believe that their 
accounting procedures and/or service rates charged customers will be 
questioned. Hence, they are more optimistic about receiving the bene-
fits of Section 167, as against being required to pass them on to customers 
80 
in the form of lower rates. 
Still another reason for the widespread acceptance of accel-
erated methods is that the cost of additional record keeping, resulting 
from the change to accelerated depreciation, is not significant enough 
to constitute a real deterrent to its adoption. This is probably due 
in part to the fact that records for a large per cent of electric de-
preciable plant already contain the type of detailed info~mation required 
by Section 167 in the change-over to .accelerated methods. 
B. .Boston Edison Company Uses .Accelerated Depreciation 
Boston Edison Company~ located in Boston, Massachusetts, is 
one of several electric companies which have elected to use liberalized 
depreciation. Boston Edison is engaged in the manufacturing~ purchasing~ 
selling, and distribution of electric energy, the production and sale of 
' 
steam and the sale of electrical appliances. Since its incorporation in 
1886, it has acquired twenty-one electric and gas companies. ~he company 
operates in the city of Boston, servicing industrial, business, and resi-
dential customers within a radius of thirty miles. Except in the area 
of Charlestown~ the company furnishes electrical energy without competi-
tion. In September, 1954, Edison joined ten other electric companies, 
representing 90 per cent of New ~ngland's electric power suppliers, to 
form the Yankee .Atomic Electric Company. Yankee Atomic, in which Edison 
has nine and o~e-half per cent ownership, conducts research in the area 
of generation of elec·tric energy from atomic power. 101 
Boston Edison is not engaged in interstate commerce and is not 
81 
a holding company. Therefore~ it is not regulated by the F .P·.a. nor by 
the SEC, The company is~ of course, under the jurisdiction of the De-
~artment of Public Utilities of Massachusetts, which has superv~ion 
over customer rates and other matters. The company books of account 
must be kept in acco~dance with the regulation$ specified in the Depart-
ment 1s Uniform System of Accounts for Electric Companies. 
~a~ book purposes Boston Edison uses the straight-line method 
of depreciation. The depreciation rate, a composite per cent developed 
from net salv~ge value and average service life, is applied to the ori-
ginal cost of all depreciable assets. In 1954 the company elected to 
use accelerated depreciation as provided under Section 167 for tax pur-
poses and has continued to use it since that time. The straight-line 
·method is still being used for accounting purposes. Accelerated depreci-
. ation was adopted primarily to gain the interest-free use of funds aris-
ing from the deferral of part o·f the federal income tax liability. The 
method used by Edison is declining-balance, for the reason that Section 
167 permits a ch~nge from this method to straight-line at any time during 
the life of the property without the consent of the Commissioner of In-
ternal Revenue. In 1968 the first vintage group of assets* will reach 
a Fossible cross9ver point. A decision has not been made as to whether 
the company will revert to straight-line at that time for this group of 
assets. 102 
Up to this time the company has been normalizing the differ-
ential between income tax based on straight-line and that based on accel-
*Vintage grouping is a method of grouping assets in the accounts by year 
of acquisition. 
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erated depreciation. Normalization has been allowed for r.ate purposes 
by th~ Massachusett$ Department of Public Utilities. Two recent re-
quests for rate increases filed by Boston Edison Company with the com-
mission in 1958 and 1959 were granted. 103 In both instances income fig-
ures submitted by the company were based on a normalized federal income 
tax figure. Furthermore, "it has been indicated by the company that even 
if it were not p~rmitted to normalize the federal income tax for rate 
purposes, accelerated depreciation would still be used. .Admittedly, if 
the commission were to .allow only the actual tax paid~ a lowering of 
customer rates might be effected. Boston Edison is presently faced with 
heavy competition from gas companies in the area, many of which are 
av.aili~g themselves of the benefits of Section 167. Although·a decrease 
in customer rates would not be the optimum condition, i~ would, however, 
constitute a competitive .advantage. 
It is the opinion of the writer that the popularity of accel-
erated depreciation with Boston Edison may be explained by th~ fact that 
funds derived from present sources are becoming s·omewhat inadequate to 
finance investment in plant, research and developmental programs, and 
other activities necessary for the growth and expansion which is vital 
to the economic well-being of the company. Indications of the present 
scarcity of funds are present in certain financial data of the company: 
(1) high operating expense, (2) low revenues, and (3) relatively low 
demand for comp~ny stock due to lack of a liberal dividend policy. 
Expenses (with the major exception of depreciation) are a 
drain on funds. As they increase, fewer funds are available for other 
purposes. In the o~eration of a steam-electric plant one of the heaviest 
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expenses is fuel. Eence, in measuring the operating economy of an elec-
tric company, the thermal e.fficiency ratio, which indicates the amount 
o·f fuel required to generate one kilowatt-hour of electricity, is a key 
ratio. It is frequently expressed as B.t.u.* per kilowatt-hour generated. 
The thermal efficiency ratio of the Boston Edison Company during the 
period from 1949 through 1959 was high, ranging from 13,760 in 1949 to 
11,347 in 1959. .According to Graham and Dodd in their book, Security 
Analysis 1 approximately 9,000 B.t.u. per kwh is representative of effi-
cient operation. 104 This seems to indicate that high fuel costs in Boston 
Edison are keeping operating expenses at an uneconomical level. 
An additional reason for inadequate funds is the low revenue 
produced by the investment in plant, a conditionwhich is characteristic 
of the electric industry. The following table shows the dollars of plant 
invested fO'r each dollar of revenue. 
IDLE II 
PLANT INVESTMENT PER ONE DOLLAR OPERATING REVENUE 
~OSTON EDISON COMPANY 
1960 
1959 
1958 
1957 
1956 
1955 
1954 
$ 3. 79 
3.89 
3.91 
3.90 
3. 72 
3.76 
3.79 
Furthermore, the per cent return on net property (operating income as 
a per cent of net pro.perty**) as compared to other electric companies 
*British Thermal Unit. 
**Gross Property less depreciationj amortization and write-downs. 
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is low. Chart I shows this per cent for Boston Edison and twenty-seven 
other electric utilities.* 
*Selected by Standard and Poor for Industry Survey, June 1960. 
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This again seems to indicate that the revenue obtained from 
the investment in plant is somewhat low. 
Sale of company stock is another means used to acquire funds. 
In this area, Edison also may experience difficulty. Utility stocks are 
notably held for income rather than speculative or growth purposes. The 
dividend policy o·f a company can be ascertained to .some extent by its 
divident payout ratio. A low dividend payout policy would understandably 
reduce demand for a utility stock and therefore effect a drop in the mar-
ket price, thus. diminishing to some extent the funds obtainable from this 
source. As is evident from Chart II, the electric industry has a low div-
idend p·ayout ratio as compared witl1 New England Telephone & Telegraph Com-
pany. The Boston Edison ratio is higher than that of the e·lectric industry 
but is substantially lower than that of New England Telephone Company. A 
nore liberal dividend policy might increase the funds derived from company 
stock issues. 
In summary, it appears that accelerated depreciation is for 
.Bo·ston Edison Company a means of bolstering the supply of funds which are 
not readily forthcoming from other areas. Although temporary,. the decrease 
in federal tax liability brought about by the use of accelerated methods 
of depreciation will reduce the drain on working capital and thus make 
additional funds available for other uses. The question which looms to 
the foreground is: what will happen whenJ in later years, the federal 
tax liability increases and the so-called loan must be repaid? At that 
time there will be an even greater need for funds. If the company is using 
accelerated depreciation as a temporary measure to compensate for a tempo-
rary scarcity of funds, then presumably the "normal'' ·means of supplying funds 
will subs~quently become more effective and the problem will be resolved. 
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VI. CONCLUSION 
~he accelerated depreciation provisions of the Internal Rev-
enue Code of 1954, Section 167, have provided a s.timulus to the growth 
7 
of the private business sector of the economy and have made a more 
realistic depreciation po.licy available for tax purposes. The effect 
o·f Section 167 on the public utility industry, however., has been some-
what different. Complex problems have been created fo-r some utilities 
in the field of rate making. Consequently, while numerous non-regulated 
busi~esses and certain utilities have elected to· use accelerated methods, 
Eany utilities have been reluctant to do su. 
It is, evident that in creating the accelerated aepreciation 
provisions o£ its 1954 code, Congress was attempting to stimulate eco-
nomic growth by making larger amounts of working capital available for 
expansion and construction. Use of the new methods results in a tempo-
rary deferral of part of the federal income tax liability. ~he funds 
which would otherwise be required to meet the tax liability are then 
available for expansion p~rposes. 
Similar to o.ther companies, the New England Telephone & Tele-
graph Company desires to avail itself of the benefits of Section 167. 
If the company elected to adopt accelerated depreciation, however~ cer-
tain factors indicate that it would in all probability be deprived of 
these benefits. Under the present framework of the code~ the costs of 
record keeping for the millions of small, similar, geographically dis-
p·ersed units ·of telephone plant would be prohibitive. Consequently., un-
less the telephone company were permitted to apply statistical allocation 
methods in using accelerated depreciation, the gain derived from the 
interest-free use of funds would be offset by this added expense. 
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An. even greater deterrent to the adoption of accelerated 
methods, however, is the rate treatment accorded by state regulatory 
.commissions. to a user. The .specific issue involved here is the treat-
ment of the differential existing between federal income taxes baaed on 
accelerated depreciation and that based on .straight-line. If a commis-
sion in establishing a fair'rate of return on investment does not allow 
the utility to include as an operating expense the normal tax incurred 
under the s.traight-line method, 'much of the benefit accruing from the 
use of accelerated methods is lost. The federal income tax expense for 
rate purposes is reduced by the amount of the differential. This causes 
an inflated per cent return on investment, resulting in the lowering of 
customer rates. Hence~ the gain intended by Congress for the utility 
accrues to the utility customer. 
While the action of the New England public Utility commissions~ 
in the event of adoption of accelerated depreciation by New England Tele-
phone & Telegraph, cannot be predicted with absolute certitude, treatment 
to date indicates that normalization of taxes for rate-purposes would not 
be allowed. Two of the five state commissions~with jurisdiction over the 
company (Maine and New Hampshire) have ruled in recent ·rate cases involv-
ing other utilities, that the tax differential is in fact a savings and 
must be passed on to the consumer. The remaining three commissions having 
jurisdiction oyer the company have not as yet ruled on the acceptability 
of normalized taxes for rate purposes. 
Based primarily on these considerations~ the New,Rngland Tele-
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phone & Telegraph Comp-any has been reluctant to adopt accelerated de-
preciation. Its present depreciation practices, based on the straight-
line method, are representative of the application of sound accounting 
principles, which have evolved from the early life of the company. These 
practices were initially approved by and are currently mand~ted by the 
Federal Communications Commission and have long been accepted without 
question by the Bureau of Internal Revenue for federal income tax pur-
poses. The company has been able to serve the consumer at reasonable 
$ervice rates, to satisfy its investors with a moclerate return on cap-
ital and to continue tcr expand and grow y~arly at a relatively rapid 
pace. 
A change to accelerated depreciation while the conditions dis-
cussed in this paper are still in existence would at best be ri'sky. 
Until these restricting factors are removed,. adherence to the deprecia-
ti:on methods and practices in current use. will best serve the interests 
of the customer, the investor, and the company itself. It appears 
clearly evident then that the adoption of accelerated depreciation by 
the New England Telephone & Telegraph Company is not feasible at this 
time. 
In direct contrast to the approach of the telephone industry 
is that of the electric industry, in which accelerated depreciation for 
tax purposes is. becoming increasingly popular. ~he reason for this can 
be stated quite simply. The electric utilities which have elected to 
use accele~ated de~reciation have been reasonably certain of receiving 
the benefit of the intere·st-free funds. In general, elect!ic utilities 
can be assured of a somewhat ~re favorable regulatory climate as com-
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pared with the telephone company. Companies operating in states where 
normalization has not been permitted would undoubtedly refrain from 
using accelerated depreciation. On the other hand~ in states where 
commi~sions have not ruled on the matter, an electric company would be 
Aisposed to taking advantage of Section 167. The administ~ative cost 
of changing record-keeping procedures has not been substantial enough 
to be a deterrent. 
Boston Edison is numbered among those electric companies which 
are using accelerated depreciation. Up to the p~esent time, the Massa-
chusetts Department of Public Utilities has approvednormalization of 
federal income tax expense. Hence the company has been able to receive 
the total benefit of the interest-free funds which enables it to operate 
more economically. The purpose of Section 167~ as indicated previously, 
is to provide a growth incentive by making available increased amounts 
of working .capital along with the attendant interest bonus. The use of 
accelerated depreciation, therefo~e, as a temporarymeans of increasing 
funds is precisely the intent behind Section 167. If thi~ is the basis 
on which Edison is using accelerated depreciation, the choice would seem 
to h.ave been well made. 
Boston Edison Company, on the other hand, is apparently faced 
with a relat~vely large requirement for funds. Operating revenues and 
the sale of stock are providing slightly inadequate amounts of working 
capital, while a high level of operating expenses is worsening the sit-
uation. Either present sources of funds will have to become more pro-
ductive or new sources will have to be found. To use acceJ:erated de-
preciation as a means of effecting a permanent improvement in a poor funds 
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picture is to create an artificial solution to the problem. In reality 
the problem is ;;till unsolved. Admittedly, the tax sayings during the 
initial years of accelerated depreciation are a new ·source of funds. 
Ultimately, however~ the total amount of the tax liability is the same 
as under the straight~line method. The same amount of cash will ulti-
mately be required to meet t~e liability. From a long-range viewpoint, 
therefore, accelerated depreciation does not actually provide a company 
with additional funds, and only insofar as the free interest decreases 
interest expense is the requirement for funds reduced. 
In conclusion, the adoption of accelerated methods of depreci-
ation by Boston Edison will not ultimately increase the amount of avail-
able funds. The temporary availability of additional funds, however, 
will provide the company with an opportunity to work out a ~re real-
istic policy .of increasing the supply of funds. The soundness of the 
decision to adopt accelerated depreciation is relative, therefore, to 
the financial and operating policy.of the company. 
APPENDIXES 
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APPENPIX I 
FEDERAL COMMUNICATIONS COMMISSIO~ 
Sehedule of Annual Percentages of Depreciation for ~ew England 
Telephone & Telegraph Company--State of MAINE--Effective January 1, 1960 
'Acct. Class or Avg.Service % ~et % of Depre-
No. Subclas·s of Plant Life {Yrs.~ Salv. ciation 
212 .Buildings 45 1 2.2 
221 Central Office Equipment 
Manual 22 2 4.5 
Step-by-Step 27 4 3.6 
Crossbar 32 4 3.0 
Circuit Equipment 18 8 5.1 
Radio 10 5 9.5 
231 Station Apparatus 
'Teletypewriter 19.6 2 5.0 
Telephone and Miscellaneous 15.9 3 . 6.1 
Radio 6.1 4 15.7 
232 Station Connections 12.1 -30 10.7 
234 Large Private Branch Exchanges 16.3 ll 5.5 
241 Pole Lines 
:Exchange 24 -19 5.0 
Toll 22 -14 5.2 
I • 
242.1 Aerial Cable 
Exchange 29 -18 4.1 . 
Toll 34 - 3 3.0 
242.2 Underground Cable 
Exchange 40 9 2.3 
Toll 34 12 2.6 
242.3 Buried Cable. 
Exchange 19 0 5.3 
Toll 35 0 2.9 
242.4 Submarine Cable 
Exchange 15 0 6.7 
Toll 20 0 5.0 
243 Aerial Wire 
Exchange 14 -24 8.9 
Toll · 17 12 5.2 
244 Underground Conduit 
Exchange 68 
- 5 1.5 
Toll 73 - 5 1.4 
261 Furniture and-Office Equipment 20 15 4.3 
264 Vehicles and Other Work Equipment 
Motor Vehicles 8 ' 12 11.0 
Other Work Equipment 5 50 10.0 
... 
Appendix II 
GAAOIJA rt:D LifE TABlE 
AND RELAT!D MJRTALITY CURVE 
(Source: AMerican Telephone and Tele-
gr&ph Company, De;ereeiation, 
Histo~ and Conc!Pt8 iii tffe 
Bell Y8teiii, pa~e io, l9S7.") 
.. , 
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